GOVT. COLLEGE, LIBRARY 

KOTA I Raj.) 

Students can retain library books only for two 
weeks at the most. 


BORROWER' 

No. 


DUE DTATE 


SIGNATURE 






KEYNESIAN ECONOMICS 

FULL VIEW AT A GLANCE 


By 

T N SACHDEVA, M A , B Com 
Ft net pal and Head of the Department of Economies 
Hew P T College, Defence Colony 
Hew Delhi 

Editor Competition Review 
and 

S K SACHDEVA 

At A BA (Hons) MBA DBM (With Distinction) 
Director of Studies 
Competition Rev ew Institute 
48/4 East Patel Nagar 


The primary object has all along been to assist the students to 
face the examination with bold fearlessness If the logic be sharp 
and cutting the language luc d and sweet and the angle of treatment, 
fresh and buoyant, learning becomes a rare pleasure The students 
can conveniently combine profit and pleasure in reading the present 
volume on Money, Employment and Fluctuations 



and Translation Reserved by the Publishers 


FULL VIEW AT A GLANCE 
© Sudha Publications (P) Ltd. 



PREFACE TO THE SEVENTH EDITION 


Keynesian Economics is the Seventh edition of our poputar book 
“Money, Employment and Fluctuations ” The constant threat of 
fluctuations creates the desire for stability and induces the authorities 
to look for measures to stabilise income at the level of full employ- 
ment Appropriate monetary measures have to be undertaken 
towards this end The seventh edition elucidates further the most 
complicated of issues that arise in this connection and throws a clear 
light on how to tackle difficult university questions Things have 
been refined, enlarged and brought up to date in view of the valuable 
experience of the past to make the book dependable, all the more 
Nevertheless, the suggestions of students in order to improve the 
book still further are always welcome 


PREFACE TO THE FIRST EDITION 

The appearance of a new book on a subject on which there is 
already a surfeit of literature calls for a rational convincing explana- 
tion There need, however, be no apology in the least for presenting 
to the student community this volume which is an attempt to discuss 
the problems of Money, Employment and Fluctuations from an 
entirely new angle, the aim being to see the problems from the 
standpoint of economic growth rather than economic stability Here- 
to fore tradition is obsessed With the problems of stability It is 
only during recent years in the wake of the problems, following the 
close of the Second World War that a new angle has come into 
existence There is still plenty of scope for re examining all the old 
problems with a fresh vision 

The primary object has all along been to assist the students to 
face the examination with bold fearlessness If the logic be sharp 
and cutting, the language luc d and sweet and the angle of treatment, 
fresh and buoyant, learning becomes a rare pleasure The students 
can conveniently combine profit and pleasure in reading the present 
volume on Money, Employment and Fluctuations 
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TART I 

Q 1 Write a critical note On the role of money in a developing eco- 
nomy P ^ 

Q 2 Define money and argue the case for and against the inclusion of 
time deposits jjj an estimate of money-stock ( Delhi 1965) 

P 21 

Q 3 What, according to you, are the essential characteristics of 
money *> Illustrate your answer with reference to those assets which share some 
but not all the essential attributes of money Is “black money’ or “unaccount- 
ed money ’ money in your sense of the word, and why 1 ( Delhi 1964) 

( p 25 

Q 4 “The starting point of modern monetary theory is that money is 
inherently unstable ” Elucidate this statement and contrast it with the classical 
analysis {Venkateswara 1960) 

P 30 

Q 5 “Money has evolved through time simply by the creation of more 
substitutes of itself ’ Discuss ( Delhi 1968) 

P 34 

Q 6 What is the social significance of money ’ Is money all powerful 
in a capitalist economy ? Explain clearly ( Agra 1960) 

What is the social significance of money ? Do you advocate redistribution 
of incomes in a community ’ If so, suggest methods {Agra 1957) 

P 38 

Q 7 “The importance of money essentially flows from its being a link 
between the present and the future ” ( Keynes ) Comment ( Poona 1960) 

‘Money itself creates nothing it is a means to an end, it is a lubricant 
of ’Discuss {Agra 1958) 

‘Money is quite indispensable for the functioning of market economy * 
Discuss {Allahabad 1957) 

“Money is the pivot round which the economic science clusters ’ Discuss 
and point out the significance of money in a socialist economy p 42 

Q 8 What do you understand by ‘money illusion* *> Discuss the impli- 
cations of the concept for economic theory and policy ( Delhi 1965) 

P 47 

Q 9 Trace the process through which inflation and deflation have their 
impact on production and distribution {Delhi i960) 

P 50 
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Q. 10. Critically examine the fallowing statements : 

(o) The inflationary potential of black or unaccounted money rs less than 
that of white money. 

(&) The control of black money is possible only through the control of 
white money. (Delhi 1965) 

P. 54 

Q 11. Critically analyse the following statement— "Inflation for creat- 
ing useful capital u utterly self-destructive ’’ ( Bombay 1 962) 

P. 57 

Q. 12. What evidence would you require, in order to test whether an 
inflation is a ‘cost inflation' or a ‘demand inflation’ *> To what extent do you 
regard the distinction between these two kinds of inflation as useful * 

( London B.Sc., 1964) 

p, 62 

Q. 13. Discuss the view that most effective way to stop inflation is to 
limit the supply of money. ( London B Sc., 1964) 

p.66 

Q 14. “The quantity theory is over-simplified. But in times of inflation 
It comes into its own ; and in those times it is so important that we should 
preach the Quantity Theory in season and out of season " [Samuelson). Discuss. 

( Poona 1960) 

“The quantity equations themselves are nothing more or less than short- 
hand expression designed to indicate the nature of the variables whose operations 
can be shown to influence prices ” (Kamatak i960) 

Give a critical appraisal of the quantity theory of money in the light of 
modern economic theory. { Allahabad i960) 

“The quantity equations remain the most illuminating summary of the 
orces determining the general I evel of prices.” Examine critically the above 
mcnt. (Agra 1959) 

Crmcally examine the ‘Quantity Theory of Money’. {Rajasthan 1959) 
Examine critically the quantity theory of money. What recent advances 
have been made in the theory dealing with determination of the value of money ? 

( Agra 1957) 

Examine the arguments by which Keynes attempts to prove that the 
Quantity Theory is not necessarily valid even in conditions of full employment. 

( Calcutta 1957) 

“The more we think in terms of logical dependence rather than mere 
chronological sequence, the less reason we shall find to quarrel with the quantity 
theory of money as embodied in the well-known equations ” Discuss. p. 69 
Q 15. Would you consider tbc cash balances approach to the value of 
money as superior to the transaction theory. (Venkateswara 1960) 

Examine critically the ‘Quantity Theory of Money’. How far can the 
explanation given by Keynes about the determination of the value of money be 
considered satisfactory ? Discuss. (Agra I960) 
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Discuss critically the Quantity Theory of Money in the light of Keynes 
General Theory [Allahabad 1958) 

What is the salient difference between the Fisherian Equation and the 
Cambridge Equation of Money 1 Which one do you prefer and why ? 

{Allahabad 1958) 


State the Cambridge Equations and show their significance in monetary 
theory. ( Allahabad 1957) 

p. 76 


Q 16. Critically examine the Fundamental Edition of John Maynard 
Keynes P 81 

Q 17 Explain the concept of income velocity of money and discuss the 
factors which govern it ( Poona i960) 

Explain the importance of the concept of the income velocity of money m I 
the analysis of the relation between money supply and economic activity. 

{Delhi 1958) 

It is the changes in demand and supply in the product and factor mantels 
that are relevant to the explanation of price behaviour and not the changes m the 
quantity of money itself Discuss. {Delhi 1956) | 

p 86 

Q 18 What are, according to you, the mam criteria of and the requi- 
sites for monetary equilibrium Examia; the suitability of yo jr entena in the 
context of the prevailing Indian economic situation {Poona I960) 

p.92 

Q 19 How will you explain in terms of monetary theory the possible 
co-existence of inflation and high rates of interest ■» (Delhi J961) 

P. 99 

Q 20 Suggest one or more useful definitions of liquidity. How could 
‘liquidity’ thus defined be measured 7 ( London , B Sc , 1964) 

p 103 

Q. 21 “The rate of interest is determined by the demand for idle balances 
in conjunction with supply of money over and above the needs of transaction.” 
Discuss. (Delhi I960) 


Examine the statement that the demand for money depends upon the! 
mterest rate and the level of national income (Poona 1959)' 

Examine critically the full implications of the statement that the rate of 
interest depends primarily oa the d canon about the form m [which wealth shall 
bc 112,(1 (Delhi 1958) 


What is the contribution of Keynes to the theory of interest ”> Ho\v 
according to the Keynesian theory, doe, the rate of interest affect income ° 

(IAS. 1955 r 
p.lOf 


22 Do you agree with Keynes’ 
How far is his own reformulation an 


criticism of Classical Theory o 
imiro cement upon the latter ? 

(Gujarat 195$ 


Do you agree with the view that the Keynesian theory J957) 

classical, is indeterminate ? ‘ p UO 

Q. 23. To what extent is it correct to say that the r p ate ^ ^swer *^,y 
highly psychological phenomenon ? Explain in the light 0/ y * 

short terra rates tend to fluctuate more than long term rates ° lD 

“In Keynesian theory the rate of interest is what it is because 
ed to become other than it is, if 11 is not expected to becoP 4 01 *5 10 ,~ 

it is, ihere is nothing left to tell us why it is, what it is.” Dis*^ 5 ’ ^ 0 ay ^ ^ 

Q. 24. What is the difference between the "loanable ^ un ^* theory and 
the “liquidity preference” theory of interest , Can you rect 3nc ' 4 1 14 wa ' 

Compare and contrast the “ loanable funds” theory o'^ interest and !i<lui 
dity preference" theory. Discuss the view of Hicks that ‘ e ,sp e 
the upholders of the two theories is a *sham dispute’. p ' 

Q. 25. What are the main considerations which psht reasonably be 
advanced as explanations of the relationship between short- 1 *™ a n d ° n8 ,55JJ 
interest rates 2 

Q. 26. What is the explanation of relatively low 14145 ‘° ter4St l “ 
underdeveloped countries even though such economies sv> ffcr from shortage of 
capital? 1960) 

In an underdei eloped country capital is scarce and / C1 tfie 4 ®" 

ciency of capital is low. How do you explain this ? (IV B C.S.i 958) 

Q. 27. “A policy of relatively low rates of interest WOD ' ,d ^appropriate 
m richer countries whereas the poorer countries would bet* efit by the ma)n,en * 
ance of interest rates at relatively high levels.” Do you af' ree 7 GlV4 reasons 

{Delhi 1964) 
p. 133 

Q 28. Comment on the role of interest and profit ,Q a p!lnned ^nomy. 

(Poona 1962) 
p. 139 

Q. 29. Do you agree with the view expressed by Roosa that under 
modern conditions even small changes in official money laies caa «xert such a 
surprisingly strong influence on business conditions because thelr e ^ e ct not so 

much upon their borrowers or the savers of money b dt upo ° * be lenders of 
money which has been already saved in the past ’ ( Poona I960) 

In what manner do changes in the rate of interest r* act 00 tbe level of 
income in a community ? ( Punjab 1959) 

Discuss the economic effect of a cheap money and ^ as 5 credit policy for 
country on (a) production, (b) employment, and (c) fore* 6 ” trad4, (Agra 1958) 

p. 142 

Q. 30. Discuss the - techniques, objectives and ^nutations of deficit 
nancing. (Karnatak 1960) 
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What is ‘deficit financing’ 9 Under what conditions and to what extent 
s it justifiable 9 ( Allahabad 1959) 

Are yon in favour of resorting to deficit firancing to promote economic 
development in India 9 What >imit would you set to its size 9 (Karnatak 1958) 

p 146 

Q 31 "Deficit financing can mobilise resources for economic develop- 
ment” Critically evaluate this statement (Suggested Question) 

p 150 

Q 32 Work out a simple economic model so as to bring out the relation- 
ship between investment and the distribution of income What would be the 
significance of a budget deficit in your model 9 ( Delhi 1964) 

p 154 

Q 33 Does deficit financing inevitably lead to inflation in a developing 
economy 9 (Venkatesnara 1960) 

Discuss the technique, objectives and limitations of deficit financing 

(Karnatak 1960) 

Examine the proposition that the government deficit gives a more or less 
accurate measure of the inflationary impact of fiscal operations 

(Bombay 1960) 

Do you think deficit financing under the Second Five Year Plan has 
resulted in an inflationary situation in India 9 Briefly outline a policy of financing 
economic development without inflation. (Gujarat 1960^ 

"Deficit financing is Inflationary ” How far is this borne out by recent 
experience in India 9 (Madras 1959) 

Discuss critically how far (he methods of financing the last war were 
responsible for the post war rise in prices in India (Calcutta 1958) 

p 159 

Q 34 Discuss the character and phases of inflation in an economy 
which is experiencing rapid economic growth (Calcutta 1961) 

p 164 

Q 9 5 Compare the problems of Developmental Finance with those of 
War Finance H gw far is it possible to u«e the methods of raising ]ar<-e sums 
for fighting a war to finance economic development 9 (Bombay 1957) 

p 168 

^ «3 3b' Discus* the nature of the relationship between profits and invest- 

' ment in capitalist economies (Delhi 1962) 

p 1 72 

Q 37 Show how and to what extent monetary policy can be used to 
promote economic development (Allahabad 1960) 

, Critically examine the role and limitat ons of monetary policy in a 
^devel oping underdeveloped economy (Suggested Question) 

P 176 



10 


Q. 38. “Money is a leading species of a large genus ; hence monetary 
(policy, in order to be effective, must deal with the whole range of liquid assets. 

(Poona 1965) 

Monetary policy should seek to control nothing less than the state of 
liquidity of the whole economy. Discuss. ( Poona l Q 65) 

p. 182 

Q. 39 Outline the main considerations which should be borne m mind 
when a government u choosing between a policy of devaluation and one of using 
import restrictions (whether tariffs or quotas) in order to ileal with balance of 
payment difficulties ( London B Sc. 1964) 

p. 186 

Q. 40. “The money market structure in India, loose as it is, is compara- 
tively well-developed tn terms of organised relationships and specialisations of 
functions’ 1 Elucidate (Madras 1961) 

p 190 

Q 41 Examine the working of the Indian money market and suggest 
remedies for its improvement . ( Nagpur 1960) 

Sketch in toad outline the structure and functioning of the money 
market in India at present and discuss how far it is sensitive to Reserve Bank 
action. ( Poona i960) 

What are the characteristics that distinguish developed from under- ' 
developed money market 7 ( Nagpur 1950) 

p. 194 

Q. 42 What factors determine the community’* asset preference bet- 
ween money, bonds, equity shares and gold 7 What phenomena in the Indian 
economy would your answer provide an explanation for 7 (Delhi 1965) 

p. 198 

.o Q. 43 “Monetary policy has the advantage over fiscal policy that it is 
more flexible and affects a broader stratum of economic units ” Discuss. 

(London B Sc 1964) 

p 202 

Q. 44. Differentiate between quantitative and qualitative ccedit controls. 
Which of them is more effective in the case of an underdeveloped country ? 
Give reasons for your answer (J & K. 1961) 

p. 205 


PART II 

Q. 1. Compare the Keynesian system and the Classical system as possi- 
'ble Macro-economic models for illuminating the most important economic rela- 
tionships in an underdeveloped country. (London B Sc. 1964) 

P. 1 

Q. 2. In what respects should a theory of investment decisions in the 
.nrivate sector be modified in its application to public sector investment ? 

(Delhi 1963) 
P. 5 
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Q 3 “A monetary economy is essentially one in which changing views 
about the fu*ure are capable of influencing the quantity of employment and not 
merely its direction.” 

Discuss in the light of the above, whether India can be termed a mone- 
tary economy (Delhi 1962 , Bombay 1960) 

P 9 

Q 4. “In underdeveloped densely populated countries, policies based on 
welfarism benefit particular groups of workers at the cost of the labouring class 
as a whole ” Comment (Bombay 1962) 

p 13 


Q 5 ‘ While Keynes’ three basic factors, the propensity to consume, 

the marginal efficiency of capital and the interest rate are independent variables, 
they are nevertheless closely inter-related ” Develop this statement 

(Mysore 1957) 
P 17 

Q 6 Examine the effect or general wage cut on the volume of employ- 
ment (Delhi 1960) 

“It is impossible to increase employment, through a reduction in money 
wages ” Give reasons for your answer ( Gauhati 1959) 

P 23 


Q 7 4 So long as there is unemployment, employment will change in 
the same proportion as the quantity of money and when there l full employment, 
prices will change in the same proportion as the quantity of money ” Discuss 

( Bombay 1957) 
P 27 


Q 8 ‘There exists in developed capitalist societies a mechanism where- 
by starting from a position of serious unemployment, full employment tends to 
be achieved ” Discuss ( Delhi 1965) 

p 34 

Q 9 “The Keynesian theory is a general theory of income determma 
tion It is valid for a developed as well as an underdeveloped economy ” 
Discuss Is there a case for a separate theory for an underdeveloped economy 1 

(Bombay 1958) 
p 37 


Q"iO Examine the dependent and independent variables of the Key- 
nesian theory of employment Is th" Keynesian system unstable 1 

(Gujarat 1958 ) 


Discuss the Keynesian theory of employment 


(IAS 1958) 


“Employment is determined by aggregate demand which m turn depends 
on the propensity to consume and the amount of investment at a given time ’ 
Elucidate (Mysore 1955, ’57) 

p 42 


'll Keynes’ General Theory transformed economics into a theory of 
output and employment as a whole Elaborate (Bombay 1959 ) 
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Show how the total output and employment m a country depends upon 
marginal propensity to consume, the marginal efficiency of capital and the 
market rate of interest. ' (Gauhati 1959) 

To what extent, and in what manner can the Keynesian analysis of the 
determination of income in the short period be used to explain changes m income 
over time ? (Calcutta 1951) 

Examine the inter-relation between savings, investment and employment. 

(/ A.S. 1957) 
P. 50 

Q 12 “The introduction of Keynes' f consumption function into the 
theory of acceleration enabled economists to explain the turning points of gene- 
ral economic activity without resorting to limiting factors.” Dis;uss 

(Karnatak I960) 

Show how Keynes’ theory of consumption tends to encourage radical 
policies while bis theory Of investment tends to encourage conservative policies. 

(Bombay 1959) 

Explain the doctrine of consumption functions and show how this 
doctrine occupies a pivotal position in Keynes’ analysis. (Karnatak 1959) 

Examine the uses of “propensity to consume” in the Keynesian macro- 
economic process. (Mysore 1959) 

What do vou think of the consumption function as a tool in economic 
analysis? (Punjab 1959) 

Why is the propensity to consume considered one of the strategic relation- 
ships affecting the behaviour of an economy ? What significance would you 
attach to the concept of the optimum propensity to consume ? I Delhi 195 7) 

p. 58 

Q. 13. Trace the effect of investment on employment and output. 

(Delhi I960) 

What are the causes of the changes in the volume of investment * 

How do these changes affect employment and economic activity ? 

■ (Rajasthan 1959) 

Explain how the rate of interest affects investment (IV B C S 19S8) 

Analyse the main factors that are likely to influence the investment 
demand schedule in an economy and give in this connection your views about 
the interest-elasticity of investment. (Delhi 1958) 

Examine the Keynesian theory of investment with particular reference 
to the influence of the rate of interest. (Gujarat 1958 ) 

Examine the grounds for, and the implications of, the statement that “the 
marginal efficiency of investment is rot independent of the level of income as of 
changes in income ” { Calcutta 1957) 

What are the arguments that can be advanced for and against the follow- 
ing proposition '. 

(n) Investment is a function of the level of output rather than of the rate 
of growth of output ; 
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( b ) Investment plans are affected by supply of the finance and reframing 
from consumption provides the finance ? (Delhi 1957 ) 

The marginal efficiency of capital in conjunct on with the rate of interest 
determines the amount of new investment Discuss, (Mysore 1956) 

p 66 

t Q 14 Examine the effects of technical progress on employment and 
wages ( Bombay 1962) 

P 74 

Q 15 One who tries to save destroys real capital Examine the 
validity of the statement (Kamatak I960) 

Saving is private virtue but a public vice Discuss ( Karnaiak 1959) 

P 78 

Q 16 State Keynes’ views on the equality of savings and investment and 
show whether they would necessari y be equal under macro dynamic condit ons 

(Allahabad I960) 

Savings and investment are equated by variations in the level of 

income 

Savings and investment are equated by variations in the rate of interest 
Discuss ( Gauha 1 1959) 

In what sense must savings and investment be always equal "> Has such 
equality any relevance in the determination of monetary polity 7 

Savin s and investment are always equal Savings and investment are 
equal only in equilibrium Do you think there is a possibility of reconciling 
these two statements 7 

In the light of the Keynesian definition consider how far the equality 
between savings and investment in equilibrium is meaningless ( Allahabad 19*8) 

Show how according to Keynes an economy can attain stable equality 
between savings and investment in equilibrium 

The so called equality between saving and investment is meamngtess 
Discus' (Delhi 1956) 

p 83 

Q 17 Exam ne the various concepts of the mu tiplier D scuss the 
apphcab lity of th Keynesian theory of the multiplier to an underdeveloped 
economy ( Gujarat 1959) 

Discuss the theory of the multiplier with special attention to the leakages 
and the factors which interfere with its working in underdeveloped countries 

(Punjab 1958) 
P 91 

Q 18 Examine the role of expectations in determining output and 
employment (Bombay 1958) 

Examine the appropriateness of Keynesian analysis of the role of expecta 
tion as a deteiminant of investment (Calcutta 1956) 

p 97 

Q 19 Do you agree with the view that economic fluctuations are a 
necessarv condition of economic progress ? Give reasons (Poona 1962) 

P 101 
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Q. 20. “Prosperity is the cause of depression ” Comment. ( Kerala 1961) 

p. 105 

Q 21. Evaluate the accelerator as a cycle maker. (Poona 1961) 

What is meant by the term acceleration-coefficient ? Is it correct to say 
that different cycles derive their character from the value attached to this co- 
efficient ? What are the different possibilities in this respect ? ( Gujarat 1958) 

“The acceleration principle helps to shed light on some of the most widely 
observed characteristics of business cycle ” Elucidate. On what factors will the 
strength of the acceleration effect depend 7 (Karnaiak 1959) 

Does the acceleration principle offer an adequate explanation of the trade 
cycle 1 ( Punjab 1958) 

p. 109 

Q. 22. “The theory of the multiplier and the theory of the accelerator 
are two sides of the theory of fluctuations, just as the theory of demand and the 
theory of supply are two sides of the theory of value.” (Hicks) Ducuss 

(Bombay 1958) 

p 116 

Q. 23. Examine critically the over-investment theory of business cycles. 
On what grounds would you regard the monetary, the under-consumption, 
a nd the over-investment theories, taken independently, as inadequate explana- 
t ions of the phenomenon of business cycles 7 Indicate whether, and if so how, 
they could reconcile. (Delhi 1957) 

P. 120 

Q 24 Explain the concept of forced savings. How has this concept 
been used in explaining the occurrence of crises 7 (Gujarat I960) 

Give a brief account of the saving process. Should saving lead to defla- 
tion and to economic stagnation 7 p. 126 

Q 25 Recommend a suitable fiscal policy to curb the instability gene- 
rated by inflation (Karnaiak 1960) 

Discuss the case for and against using wage cuts to get out of a depression. 

(Punjab 1959) 

Suggest some practical scheme for securing stability of prices and point 
out its psychological and institutional implications (Allahabad 1959) 

What are the monetary and fiscal ‘built-in stabilizers’ ? How far can they 
be relied upon m preventing cyclical fluctuations ? (Gujarat 1953) 

p. 132 

Q 26 Bring out the significant ‘leads’ and ‘Jags’ in a business cycle. 
How are they suggestive of a causal analysis ? (Poona 1960 ) 

p 140 

Q. 22 ‘E.T.’jfen. tfca njexa'.v?} -zuua -if, k/otmis toiu ■iiepivamsta m : niiica- 

trial activities. (Agra 1961) 

“The trade cycle is a purely monetary phenomenon ” Discuss 

(Karnaiak I960) 

Do you agree with the view that monetary causes do not create the trade 
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Q 34. How far is it legitimate to attempt to explain relative prices by 
si real theory and the level of prices by monetary theory 7 ( Poona 1966) 

p. 172 

Q. 35. Keynes’ ‘discovery’ of the consumption function must be regard- 
ed as one of the major ‘breakthroughs’ of modern economics. Discuss. ' 

p. 176 

Q. 36. “Keynes’ policies to remove unemployment in underdeveloped 
countries will plunge those economies into inflationary spiral.” Elucidate. 

(Poona 1965) 
p. 181 

Q 37. Do you agree with the view expressed in some quarters that it is 
not possible to maintain full employment even though we may be able to achieve 
it ? Give reasons for your answer. P . 186 

Q. 38 Comment on the view that Keynesian economics is concerned 
only with situations of depression (Poona 1966) 

p. 190 

Q 39 Examine critically Schumpeter’s Theory of trade cycle as a by 
product of economic progress What are the implications of this theory for eco- 
nomic policy 7 (1ES 1969 Eco-W 

p. 195 , 

Q. 40. Show how far Keynesian theory of employment corrected the 
•deficiencies of the classical theory and discuss aho the further improvements 
any made by post-Keynesisan economists (l.E.S 1969— Eco-I) 

p. 199 
p. 20 5 
p. 222-236 


Some Important Questions with Synopses 
Appendix— Economics of War 



Q, 1 Write a critical note on the role of money in a 
developing economy 

Ans The underdeveloped countries of the world are making 
a frantic effort to bring about a rapid economic dcve’opment They 
have become very much conscious of tbo fact that they are left far 
behind in the race for development by the deve'oped economies 
The gulf that exists between the underdeveloped and the developed 
economies from the viewpoint of their average per capita 
income productive capacity and the standard of living of the bulk 
of their peoples is the outcome of the historical forces that have 
been operating in the wake of the Industrial Revolution in the 
west and the absence of a similar revolution in the underdeveloped 
countries The major cause that accounts for the supremacy of 
the west in all walks of life is the Industrial Revolution with all 
the consequences thereof The underdeveloped countries sincerely 
believe that their salvation lies in bringing about in thei" own 
economies an Industrial Revolution of the western type Th^re is 
a big effort that is being made all over the world to understand 
the nature and causes of the phenomenon of e onomic backward 
ne^-a and the ways and means of breaking the backbone of 
backwardness 
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One of the most outstanding of the phenomena that issue 
from the process of industrialisation is monetisation of tho 
economy. In subsistence backward economies, the emphasis is 
there usually on self-sufficiency, especially so m the primary 
Sector of the economy. With the transition towards growth and 
the development of the industrial sector of the economy, produc- 
tion for exchange becomes more and more important. Money and 
■prices assume a significant role. Gradual 1 v, barter tends to dis- 
-appear. Economic activities in the pre industrial era which were 
carried on the terms of direct exchange of goods for goods turn 
•into exchange against money. There is a big spurt in economic 
^activity, accompanied by more and more of monetisation. Money 
becomes the most important instrument to serve as medium of 
exchange and measure of value Money becomes the standard in 
terms of which all other exchange values are expressed Further 
accumulation of wealth does not need any longer maintenance of 
huge godowns filled with all sorts of commodities Command over 
money is enough to secure a command over every conceivable 
commodity which could be purchased in exchange for money. It 
must be realised that the various functions of money come into 
clear prominence only at the end of the era of barter or only after 
complete monetisation. The nature of production, distribution, 
exchange and consumption undergoes a rapid change with .the 
advent of industrialisation and the completion of the process of 
monetisation Thus, if one follows the historical sequence of events, 
industrialisation appears to be the cause of monetisation, a con- 
sequence of industrialisation. Without industrialisation, money 
would not have probably acquired the economic status which it 
occupies today. We can get at the point sought to be illustrated, 
if we compare and contrast the role of money before and after the 
Industrial Revolution. The underdeveloped countries of the 
world are in the midst of industrialisation and monetisation on the 
western lines and in course of time the role of money in the current- 
ly underdeveloped economies will be more or less similar to what it 
has been in the already developed economies. 

The extremely important role that money plays in the modern 
industrialised economies was clearly perceived by Marx and one 
can see certain significant elements of monetary economies in the 
first volume of 'Capital’. Marx conceives of the capitalistic pro- 
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duct ion process in the form of M— C — IT in which ‘II stands for 
the outlay of money to produce commodities ‘C’ and ‘M" stands 
for the sale value of *C’ This is of far reaching significance m 
understanding the nature of the process of capitalistic produc 
tion which is governed so much by the influence of money Marx 
throws a good deal of light on the nature of the capitalistic mode 
of production and incidentally, the role oF money comes to a bright 
foens 

More than Marx, however, it is J 51 Keynes that tabes up 
the role of money as a casual factor in determining the volume of 
saving, the size of investment, the magnitude of employment, the 
measure of production and the size of national income The 
General Theory of Employment, Interest and Money roused interest 
all over the capitalist world becau c e of the sharp departure that it 
made from the classical school of thought which laboured 
under the false impression that a free economy automatically works 
at the level of full employment and utilises the natural resources 
of the nature in the beat possible way, excepting for small lapses 
during depression periods This contention was patently false It 
ran counter to the situation which could be «een so clearly by any 
scientific mind It was given to Keynes to muster the necessary 
courage to blow up the accepted beliefs of the day Monetary 
economics as a distinct branch of the science may be said to have 
gamed a clear recognition with the appearance of the General 
Theory in 1930 The mam purpose of the book was to examine 
what determines the volume of employment — employment of labour 
as well as the other factors of production It is of great significance 
to note that 'employment’ in the General Theory refers to employ 
ment of all the factors of production and not merely to the em 
ployment of labour It is this comprehensive use of the term 
employment which makes the General Theory so relevant to 
Development Economics which examines how communities organise 
the use of their natural and other resources and how to maximise 
the speed of resource utilisation or the jr_a*r> jif jy-nnnnur growifct 
This is of great relevance to those economies which for some reason 
or the other wish to progress within the broad framework of a free 
society 

It is said generally that Keynes deals with the shortterm 
economic problems of advanced capitalistic societies and he does 
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not show much of a concern with the long-term problems. He is 
concerned more with the problem of stabilising the working of 
capitalist economies at the level of full or nearly full level of em- 
ployment of resources and not with the problem of long term 
growth. Much less is he concerned with the development of the 
underdeveloped economies since he always had in his mind the 
working of advanced capitalist economies. There is no doubt 
some truth in this contention and in so far as certain elements of 
the General Theory seem to be out of context with the problems 
of backward areas, some modifications have to he introduced to 
bring the reasoning in line with the facts of the underdeveloped 
countries. By and large, the process of working of all free econo- 
mies is the same regardless of whether they are developed or under- 
developed in so far as the rules of the game are identical in terms 
of the freedom of occupation, consumption, saving and investment 
and the right to private property. In so far as the process is the 
6ame, monetary economics of the underdeveloped economies would 
he the same as monetary economics of the developed economies. 

There is a broad agreement on all hands that the rate of 
wth of all economies depends on the proportion of the national 

-* that goes into investments to form physical as well as 
human capital. It is the process of capital formation in this 
comprehensive sense that comes under the description of economic 
development. It is the fashion of the day to measure growth in 
terms of the size of investment on the one hand and the output-capi- 
tal ratio on the other. In order to understand the investment pro- 
cess, one has to analyse the process of saving and in order to 
understand the process of saving one has to examine the propensity 
to consume and the propensity to save when the size of individual 
income is given Individual incomes depend on the nature of the 
div.sion of national income as determined by factor prices and 
commodity prices, i.e., on rert, wages. Interest and profit and the 
prices of different commodities other than the factors of production. 
In other words, prices work at the root of things in determining 
the rate of growth of free economies — factor prices as well as com- 
modity prices. Prices are a monetary phenomenon and it is essen- 
tial to know the role of prices in promoting or retarding the growth 
of economies. 

Entrepreneurs have to work out all their plans of develop- 
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ment in terms of money The money market plays a crucial role 
The demand for money for investment purposes and tho supply of 
money in the money market react on each other rather swiftly in the 
process of economic development The structure of interest rates 
undergoes a radical change The governments of the countries con 
eerned play a very important role in determining the supply of 
money through tho agency of their central banking policy and 
monetary management in general Banks stock exchanges under 
writing houses investment corporations and other monetary insti 
tutions play a decisive role The working of all monetary institu 
tions has to be geared on to -satisfy the needs of a growing 
economy 

The wl ole structure iiL-free-ecanoimes is founded on the key 
role of money_an 1 hence arises the_great importance, of monetary 
economics Monetary Economics in the context of growing econo 
mies is of crucial importance to understand the intricate process of 
economic development under the rules of a broad capitalist frame 
work with a bit of public enterprise in some important fields Even 
if public enterprise plays a decisive role there is no getting away 
from the role of money 

Q, 2 Define money and argue the case for and against 
the inclusion of time deposits m an estimate of money-stock 

(Delta 1965) 

Ans It is rather difficult to define what money is though 
we cannot po«=siblv conceive of any person jn the world who does 
not handlo monej at all everv day of his life Money is the most 
common of 'lie things that we see every dav in the ordinary business 
oflife and the best way to understand what money is is to observe 
the various contexts in which money makes its appearance Even 
in the most prim tive of communities in which consumption pro 
duction distribution and exchange are limited to extremely low 
levels some form of money or the other coul 1 be observed in the 
cmrfestf «ri c tJihfnr economic activities Oon-equentTy the most 
pertinent question that comes to the mind would be what are the 
contexts in which money must make 1 s appearance and the next 
would be why is it that money is a must’ if some activit es are to be 
carried on at all in any community * In other word 3 money 
performs certain useful functions in every modern society and it is 
essential to Lrow what the«e functions are n order to understand 
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what money is. The ton texts in which money appears are those 
contexts in which the functions of money in some capacity or the 
other become inevitable. That i3 the reason why it is said that 
money is what money does. What does money do q 

Money as a medium of exchange. 

In all modern societies, direct exchange of goods for goods is 
extremely uncommon Almost all the commodities and the services 
of the various factors of production are exchanged against certain 
quantities of money as determined by the prices. Prices are nothing 
but tbe exchange- values of commodities in terms of money. Wc 
can divide the whole society into two classes — the buyers and the 
sellers. The same set of people, of course, have to play these two 
roles People get their income by selling some commodity in the 
form of some factor of production or the other and get the commo- 
dities which they need with the help of their income. Money 
beeps on hopping from the buyers of the factors to the sellers of the 
factors and back again from tbe sellers to the buyers when the 
former play the role of buyers. Tbe economic activities of tbe 
society are thus perennially lubricated by the flow of money from 
the sellers to the buyers and back again from the buyers to the 
sellers. Thus money performs the most useful function of the 
medium of exchange. 

Historically several things like animal skins, bones, beads, 
cattle, goats, grains etc. have played the role of money and after 
centuries of experimentation, it was discovered that the best medium 
of exchange would be tbe precious metals. Right up to the break 
of the first world war these metals dominated the scene. The 
supply of these metals could not keep pace with the growing needs 
of modern industrial societies and, therefore, the device of what 
goes by the name of the managed currency system came into 
existence and hence, today in most countries of the world, it is 
currency notes that play the role of legal tender or the legally 
recognised medium of exchange. 

In the course of modem industrial evolution in the wake of 
the scientific revolution, money also has evolved further to higher 
stages of growth The phenomenal development of modern 
banking has played an important role in pushing forward the 
development of money. The credit-instruments issued by the 
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bankets are media of exchange of considerable economic signi 
ficance The sources of credit supply are really sources of the 
supply of money and, therefore, the total supply of money today is 
no longer a monopoly of the state alone The state exercises 
complete control over the issue of currency hut the issue of credit 
is determined mainly by the banking system in accordance with the 
needs of industry and trade The concept of money coull be 
extended to cover all the media of exchange Money, near money 
aad non money etc are concepts which could be employed to 
classify things in the falling order of their liquidity and acceptability 
as media of exchange 

Money as a measure of value 

The Standard Exchange of commodities necessitate! the 
measurement of their value to determine how much of one should 
be regarded as the equivalent of a given quantity of another Tho 
measurement of exchange value is facilitated because of the u«e of 
money The values of commodities are first expressed m terms of 
units of the legal tender of the country concerned and the equival 
ence between any two commodities can be easily established on the 
basis of the common unit of account namely money There is a 
common unit of account so far as the jurisdiction of any particular 
legal tender is concerned The logic is quite simple Commodity A 
costs so much of money, commodity B costs so much , therefore 
so much of A should exchange for so much of ‘B So far as 
internationally exchanged commodities are concerned there is a 
double procedure to be followed since the units of measurement 
are not the same Commodity values are first exp-essed in the 
currency of the countries and then, the exchange ratio between the 
currencies themselves is used to determine how much of one 
commodity is to be exchanged for a given quantity of another 
Money as a measure of value plays an important role as a standard 
awt- stf AnwvapAjxg- Jj Ahi? Ah? tera J\l? jvfoav wrsht 

is the instability of the value of the standard unit It i» as though 
the length of the foot is something at one time and somethin^ else I 
at another All the same, money is the only standard unit for the 
measurement of the value of commodities 

The standard unit for the measurement of value has to he 
fixed by law and it has to be enforced strictly by the Government 
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and this function i3 undertaken by the governments since the govern- 
ment has the sole monopoly over the issue of legal tender. 

Money as a store of value. 

In the absence of money, value could be stored only in terms 
of several commodities which could be accumulated in the godowns 
but there would be great limitations to such a process of storage 
of value. Today money is to be stored to store value It is often 
thought that money has been greatly responsible for the concentra- 
tion of wealth in the modern industrial societies. There is a good 
deal of truth in this reasoning The capitalist clas'-es have come 
into existence mainly on this account Command over a store of 
money is the central source of their strength in the industrial world. 
Sto"ing value has become easy for those that have learnt the art of 
making money. 

Time deposits and money. 

Time deposits are those deposits which remain fixed with the 
banks for certain periods of time and, therefore, apparently, it 
creates the impression that a certain sum of money is held os a 
stock by the bankers and the depositors. The depositors cannot 
•withdraw the money before the expiry of that period They can, 
of course, take a loan against the security of the deposits and thus 
the illiquid assets— from the view-point of the depositors— assume 
liquidity. The stock starts flowing The bankers themselves are 
free to invest the time-deposits on a long-term basis since there is 
an agreement with the depositors that they cannot claim their 
money back before a certain period of time Whether or not time- 
depooits aie to be included as a part of the money-stock of the 
country depends on the concept of the stock that is used. The 
concept of a Btock is used often a3 the opposite of the flow and in 
this sense, it would be wrong to regard time-deposits as a stock, 
time-deposits are not idle money. They aho are active and their 
activity depends on their use. 

POINTS TO REMEMBER 

1. It is difficult to define money, though money is met with at every 
step m the ordinary business of life. 

2. Money is best defined as ‘money is what money does’. What does 
money do t 

3. Money performs four important functions in all modem industrial 
societies. 
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4. The universal medium of exchange within the jurisdiction of a given 
legal tender is the money of the countiy concerned 

5. Money is a measure of talue and the standaid unit of accounting 
Prices arc nothing but commodity-values expressed in term of so 
much of money. 

6 Money is an important store of value Concentration of wealth is 
partly duo to the role of money 

7. Time-deposits are not stocks— if stocks mean idle money. Time- 
deposits can be qnite active 


Q, 3 What, according to you, are the essential charac- 
teristics of money ? Illustrate your answer with reference 
to those assets which share some but not all the essential 
attributes of money Is “black money” or “unaccounted 
money” money in your sense of the word, and why ? 

{Delhi 1964) 

Ans Whatever does the job of money could be called 
money In this sense, it is said popularly that money is what 
money does. So, the question that arises is “What is the job of 
money or “what are the functions of money 5 ” The essential 
characteristics or attributes of money are those attributes without 
which it is impossible to use the things concerned to serve tho 
functions of money We can, therefore, take the essential charac- 
teristics of money to mean the essential functions which money 
performs in any economy We can take characteristics or attributes 
or functions to mean the same, so far as money is concerned since 
money is always understood in terms of what money does. 

The most essential function of money is to provide a convenient 
medium of exchange that is universally accepted all over the econo- 
my within the boundaries of a country, for the settlement of all 
sorts of debt obligations In all modern economics it is the legal 
tender or currency of the country that is is=ucd by the state which 
is the legally recognised medium of exchange Money in the purely 
legalistic sense of the term refers only to legal tender since no person 
can refuse to accept the legal tender of a countiy towards the settle- 
ment of any debt which he is to receive from others To restrict 
the concept of money to legal tender alone would take away most 
of other things which are neatly money outside the definition of 
money. The legal definition of money would be extremely narrow. 
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If, in practice, people do accept “non-legal tender” monetary ins- 
truments to act as a medium of exchange, the other instruments also 
share to some extent at least a basic attribute of money. For 
instance, if gold and silver are freely used as a medium of exchange 
on the basis of general acceptance, though there is no legal obliga- 
tion to accept gold and silver for payment, these commodities do 
serve the function of money as a medium of exchange. If we go into 
the history of the various media of exchange at different stages of 
economic evolution, we would be struck by the variety of things which 
have been used at different times as a medium of exchange. Grams, 
siting, hides, bone3, horns, beads, goats, cows and what not have served 
as a medium of exchange. The difficulties of using these things as a 
suitable medium of exchange must have led to their rejection to 
experiment with something better. Eventually people start using 
the precious metals as a convenient medium of exchange. The pre- 
cious metals hold the ground for quite a long period of time, till their 
active us© is replaced by the evolution of paper currency. Even 
today precious metals, particularly gold, continue to play an im- 
portant passive role as a support for legal tender. The importance 
of these metals wears off with the coming into existence of paper 
currency under the managed currency system. All the same, the 
function of a medium of exchange is not restricted to legal tender 
alone. Cheques, bills of exchange, promissory notes, stocks and 
shares and other assets which could be mortgaged, could be used as 
a medium of exchange. The differences between money proper and 
neaj.money originate from the differences in liquidity on the one hand 
and legal obligation to accept on the other. Legal tender is perfect- 
ly liquid and it has to be accepted under law whereas other forms 
of money are not bo liquid and one can refuse to accept them if one 
so chooses. The readiness with which they are accepted as a medi- 
um of exchange brings them nearer to money and nice versa. All 
assets could be used as money in different degreps and it is possible 
to arrange different assets in the order of their nearness to money, 
with legal tender at the top. 

The next function of money is that of a measure of value. In 
a monetised economy the exchange value of every commodity is 
expressed in terms of units of legal tender. To provide a measure 
of value is an essential attribute of money. This measure of value 
is uotteraally recognised and accepted so far as legal tender is 
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concerned All transactions could be ‘settled m terms of money 
for purposes of exchange This is particularly so in industrialised 
societies in which there is almost complete monetisation and hence, 
ever} thing that comes to the market for sale is valued in terms of 
money In the backward economies, however, the measure of 
value need not alw&js be monev for the value of quite a few com 
modifies like the services of domestic servants or agricultural labour- 
ers is measured partly m money and partly in food, clothing and 
other facilities extended to them by the buvers of tbcir services 
Some of the farm workers may be pan! in so much grain p^r week 
or per year as the case may be In that case, grain becomes the 
measure of value Whatever, in fact, acts as a medium of exchange 
also acts as a measure of value Any efficient measure of value 
should be easily znnltipliable, divisible, portab'c and should as far ns 
pos lb e remain a stable unit If liquids aro measured in litres, the- 
litre should remain a stable unit and if length is measured in metres, 
the metre should remain a stable umt If the measure that is taken 
as the standard to measure other va’ues is subject to alterations 
from time to time, there would be a lot of confusion In the case 
of money, however, there ia no such guarantee 

This brings us to the next function of money namely money 
as a standard of value By standard we mean the standard measure- 
of value Normally, money is the standard measure of value 
excepting during periods of hyper inflation when people refuse to- 
take money as the standard measure of value because of the big fall 
in the value of money Unfortunate]} money is a rather imperfect 
standard of value in so far a3 the value of money varies inversely 
with the general level of prices Money is a changing standard of 
value — changing inversely with the prices Thus, money as a unit 
of account does not always remain faithful, but there doe3 not seem 
to be any escape from this miserable plight It is rather difficult 
to think of a perfectly stable standard of value In no country in 
SJe-fc mn’di, utnhj » -peiSvitfjy iftaVie dxaDharZi seems 'zo nave come into 
existence Iu advanced ecoromie«, it is the legal tender that is the 
standard of value but in primitive economies other commodities 
like gram may serve as a standard of value 

The last attribute of money is that money is a store of value 
Command over money gives a ready command over goods and ser 
vices In the absence of money, accumulation of wealth has to- 
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1)6 done in the form of accumulation of real assets and not in fbe 
form of command over purchasing power. Purchasing power has 
to be accumulated in the form of those goods and services that can 
act as a medium of exchange, a measure of value, a unit of account 
and a standard of value. With the coming into existence of money, 
there is a new form of accumulation and that is accumulation in the 
form of money. Thus, money serves as a store of value. 

These four attributes of money as a medium, a measure, a 
standard and a store are shared by almost all assets in different 
•degrees. If money also be included as a part of the assets that a 
man possesses, the only distinction between money and non-money 
would be that legal tender would be perfect money whereas other 
assets would be not so perfect in so far as they have to be convert- 
ed into legal tender for the settlement of transactions in some cases 
and in so far as they do not readily serve as a medium of exchange, 
a measure of value and a standard of value. The distinction between 
money and non-money would bo only a matter of degree and not of 
bind and hence arise the difficulties of determining the exact quantity 
of money in circulation The very first difficulty that arises is what 
to include and what not to include within the concept of money. 
It is rather difficult to give a clear-cut definition, excepting by way 
of the functions performed by money. 

The next issue is whether or not black money or Unaccounted 
| money is money in our sense of the word. The very fact that there 
are some doubts about the proposition shows that there is some 
distinction between black money or unaccounted money hoarded by 
profiteering black- marketeers or held by them in the lockers of the 
banks. The mam distinction between open, legally acquired money 
and black money is this, that the former can ho used by the owner 
for any lawful purpose without any let or hindrance whereas the 
latter cannot be so used. For instance, people who have made huge 
fortunes in the black market cannot hope to undertake large scale 
investment unless they give the business a sort of legal colouring. 
They are forced to hoard their money either m the form of cash or 
in the form of gold and jewellery which could be oasily concealed 
jmxnsw&Rrjt- -Black ja> -fart; as yarjjy Tf.fytj\na.vhle fas’ Abe 

demand for gold and jewellery which are easily conceivable assets. 
Does this, however, amount to saying that black money is no money 
at all ? 
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That the owners of black money are not free to uac their money 
freelj does reduce black money lo a lesser economic status but it 
does not extinguish totally the purchasing power which they com 
maul Black money does not carry any stamp on it regarding the- 
source of earning of the person that earns m the black market Any 
person with money reg irdle«s of the source of his earning is free to 
cnpj goods and services which he desires to consume Black money 
usually stimulates greater consumption rather than greater invest 
ment because it is po sible to get away with consumption more easily 
than with investment In the case of investment some explanation 
has to be given regarding the sources whereas in the case of consump 
tion no such explanation need be given at evey step Black money 
can remain a great store of value a standard of value as also a 
measure of value By and large black money continues to possess 
all the essential attributes of money though its value as a medium 
of exchange for investment purposes is reduced to some extent be 
cause of the fear of exposure and the legal consequences thereof 
Black money is money m our sense of the word because of the fact 
that black money possesses most of the es«cntial attributes of money 
though some restrictions are there on its use 

POINTS TO REMEMBER 

1 Attributes characteristics and functions may be taken to be same so 
far as money is concerned since money is what money does 

° Money generally performs four well known functions Money 13 a 
med am a measure a standard and a store 

3 The use of the term money is popu’arly restricted to cover legal 
tender alone but this unnecessarily narrows the deno ation 

4 Any asset that broadly possesses the essential attributes of money 
could be Called money m the funct onal sense of the term 

a In tl Js sense cheques bills of exchange promissory notes gold and 
biU ct and other assets or any form of o security that makes possible 
exchange could be called near money though not perfect money 

6 The distinct on between money and non money is only a matter of 
degree and not of Lind 

" Black money is money for all essential purposes though it cannot be 
openly used for purposes of investment for fear of exposure 
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Q,. 4. “The starting point of modern monetary theory 
is that money is inherently unstable.” Elucidate this state- 
ment and contrast it with the classical analysis 

[Venkatcswara 19C0) 

Ans. What goes by the name of moderP monetary theory 
could be traced to its origin in the General Theory of Keynes which 
appeared in the year 193G The essence of modern monetary theory 
is the central role of money in a capitalist economy as a guide to 
production, controller of consumption, sign- post for the direction 
and volume of exchange and the Ley-lever affecting decisively the 
rate of saving and investment in the process ot income-generation 
In a capitalist economy , money plays the active r<de of determining 
the volume as well as the direction of production, on the one hand, 
and the remuneration to tho various factors of production, on the 
other, which has a profound influence on the nature of aggregate 
effective demand which m turn determines the smoothness or other- 
wise of the productive functions being earned on under the guidance 
of money-making possibilities Expectations regarding money mak- 
ing possibilities play a vital role in ensuring stability or casting a 
spell of instability in the operations of the capitalistic mechanism 
and hence, it is of paramount importance to analyse the role of 
money in a highly monetised capitalist economy. 

The school of thought built up by Ricardo, James Mill and 
their followers has been christened by Marx ‘'the classical economic 
theorists”. Keynes includes m the group of classical wnteis 
Marshall, Edgeworth and Prof. Pigou as well, since these economists 
accept m substance most of the postulates of the classical theorists 
The classical economists never faced squarely the question of 
chronic instability of the capitalistic system. The postulates consti- 
tuting the basis of their economic analysis happened to be convenient 
and comfortable enough to evade the real issues that were taken 
up later by the Keynesian school of thought as a challenge to the 
erroneous but universally accepted views, based on classical econo- 
mic analysis The entire analysis of the classical theorists is ba'ed 
on the following assumptions as pointed out by Keynes in his 
General Theory (vide p. 21, vii) 

«‘l, that the real wage is equal to the marginal disutility of 
the existing employment ; 
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2 that there is no such thing as involuntary unemployment 
in the strict sense , and 

3 that supply creates its own demand in the sense that the 
aggregate demand price is equal to the aggregate supply 
price for all levels of output and employment ” 

These smug assumptions are really responsible for the in- 
attention to the hard facts of a capitalist economy These postu 
lates have been completely blown up by modern theorists, the 
challenge being initially taken up by Lord Kej nes in his General 
Theory on Employment , Interest and Money 

The classical theory puts the blame for the prevalence of 
unemployment squarely at the doors of labour, contending as it does, 
that it is the non acceptance by some of the workers of the i ulmg 
wages that is responsible for unemployment A reduction in the 
real wages of labour would automatically ensure full emploj ment * 
Therefore, whatever unemplotment prevails must be of the volun 
tary type ' It is indeed most amazing that such bold statements 
should have been made in the face of large scale involuntary un 
employment even with the preparedness of the workers to offer their 
services at ridiculously low prices To suppose that full employment 
is stable and automatic excepting for some lapses for brief periods 
may have been all right in the early stages of the Industrial Revo 
lution which brought about an ever expanding progress in both 
•employment and production There was, however, no justification 
for the postulate that the «ame condition would continue for all times 
to come 

Say’s law that supply creates its own demand is also not 
warranted by the facts of a modern capitalist economy The 
•discrepancy between demand and supply is so chronic that it is 
hardly possible to swallow the validity of Say s Law The pre- 
sumption of stability is no solution for the prevailing state of in 
stability The starting point of modern monetary theory is that 
money is inherently unstable What is common is instability and 
not stability. The Keynesian analysis contends that the instability 
of a modern capitalist economy arises primarily because of the role 
played by money 

In a capitalist economy, money is the pivot around which all 
economic activities cluster Production is organised primarily for 
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the purpose of making a profit. The entrepreneurs have to buy the 8er- 
vicesofthe factors of production in order to cater for a future demand. 
The factors of production hare to be paid for in terms of money. 
The supply of the factors of production depends mainly on the mone- 
tary reward which they hope to command for a given unit of time. 
It has been clearly pointed out by Keynes that the workers are 
extremely sensitive to reduction in their money -wages. Should, 
however, a reduction in wages be brought by a rise in prices, they 
would not react with the same truculence. Similarly, the entre- 
preneurs are certainly much bothered about the monetary reward 
which they would he able to squeeze out of the market. Their 
principal goal is to buy the services of the factors of production at 
a lower price and sell the product at a higher price The mobility 
of capital and land (as between different uses) would obviously be 
governed by tho expectation of a better reward. The pursuit of 
money exhausts the entire set of economic activities in a capitalist 
society. Therefore, money is the pivot around which all economic 
activities cluster in a capitalist economy. 

A capitalist economy tends to be inherently unstable because 
of the role played by money through the medium of prices, Given 
a certain supply of goods and services, an increase in the qaantity 
of money either through the increase in the total sum of currency 
or through an increase in the velocity of circulation of money or 
through the expansion of bank credit tends to push up the prices. 
A n*e in prices creates in the minds of the entrepreneurial classes 
hopes of reaping a rich harvest of profits. The entire economy gets 
ahead booming with increasing employment, income and output The 
acquisition and accumulation of money during the early stages of 
a boom seems to intoxicate the entrepreneurial classes into intense 
activity which leads to such a great over supply of commodities that 
there is a glut of unsold stocks in the market. This results in a 
‘crash’. The prices fall, profits dwindle, workers are disbanded, 
unemployment increases, incomes fall, demand slackens, and prices 
are pulled down still further resulting in mounting miseries to every 
section of the society All this happens because of falling prices 
which is nothmg but a monetary phenomenon. 

The Keynesian analysis of the instability of the capitalistic' 
order assigns a big weight-age to the role of money and prescribes, 
therefore; appropriate monetary and fiscal measures to counteract 
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the ups and dow ns of business The open market operations of 
the Central Bank, e g , the sale and purchase of securities, toe bank 
rate policy and the reserve ratio policy, the taxation policy of the 1 
St^te, the scheme of public works, etc , are all to be so designed as 
to create suitable monetary conditions for the stability and progress 
of the economy The measures Keynes suggested do nob purport 
to deal any blow to the democratic framework of the society It only 
implies a certain amount of State intervention with a view to inject 
or withdraw money according to the needs of the economy and the 
adoption of appropriate contra cyclical measures 

In a Socialist economy, money is assigned merely the role of 
a servant and not that ot a master In fact, the USSR expert 
mented for a brief period of time with a money le«s economy but 
the need for the proper functions of money, as a medium, a measure, 
a standard and a store, was «o great that they had to resort to 
money again All the same money in a socialist economy is not 
at all allowed to act as a guide to production The production pro- 
gramme of a socialist economy is governed by the predilections and 
judgment of the Central Planning Board and money has nothing to 
do with the drawing up of a plan Planning is basically physical m 
character in the sense that an actual survey of resoures is conducted 
and on the basis of the availability of the factors of production and 
needs of the economy as seen by the planners, an allocation of re 
sources is made to various sectors of the economy In a socialist 
economy, things are not left to the erratic fluctuations of the mone- 
tary demand that play a great havoc in a capitalist economy. 
Becau-e of the absence or abolition of private busme e s in a 
socialist economy distribution does not depend on a scramble 
for exploitation Money is, of course used as a medium of distri- 
bution but the pat tern of distribution does not affect the size and 
composition of production to the extent it does in a capitalist 
ecoromy Superfluities and wastages from the social angle are 
reduced to the minimum In other words, m a socialist economy, 
Jnnxvey .» -under Abe .mivtm! xff Ahn -and juyauib 

' money does not exercise any control of its own To sum up, m a 
capitalist economy, money is the master and in a socialist economy 
it is the servant 

POINTS TO REMEMBER 

1 The classical theorists never faced the Teal problems of a capitalist 
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society squarely. They assumed away the existence of the problem 
itself. 

2. On the basis of Say’s Law, it was presumed that full employment is 
normal excepting for brief lapses due to frictional causes. 

3. Every economic activity in a capitalist Economy clusters around the 
pivot of money. 

4. The Keynesian analysis of the role of money in a capitalist society 
differs sharply from that of the classicists. 

5. Money in a socialist economy does not play a decisive role to the 
same extent as it does in a capitalist economy. 

6. In a capitalist economy money is the master whereas in a socialist 
economy it is a servant. 

SELECT READINGS 

1. Keynes : General Theory 

2. Halm s Money. 

3. Crowther : Outlines oj Money. 

4. Colo, G.D.H, : Money, lit Pmcnt and Future. 


Q,. 5. “Money has evolved through time simply by the 
creation of more substitutes of itself ** Discuss. 

(Delhi 1963) 

Ans. The evolution of money through times is shrouded in 
obscurity. Whatever knowledge there exists about the course of 
evolution of money as a medium of exchange, a unit of account 
and a store of value is more a matter of intelligent imagination than 
a question of reliable and authentic historical records. In point 
of fact, there is little of evidence in support of a particular historical 
sequence of events which brings the course of evolution to the 
present managed currency system with all its implications in terms 
of the authority and powers of the Central Bank over the currency 
and credit mechanisms of the financial structure of a given economy 
which is nothing hut the reflection that mirrors the complexity of 
real economic activities. It must, however, be remembered for 
purposes of intelligent imagination that the course of evolution of 
money is inseparably linked np with the course of evolution of the 
modern economic systems. Money seems to have evolved in response 
to the urgent and inevitable needs of the various stages of growth 
of the economic system till we come to the modem age and therefore, 
in order to appreciate the stages of evolution in the course of mone- 
tary development, we have to uncover the stages in the course ef 
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development of the economies There is a close intertwining between 
the two Evolution of money an d evolution of economic activities 
in terms of production and exchange seem to run a concomitant 
course Broadly speaking we may divide the course of evolution 
into five stages (a) pre monetary stage of barter, (6) predecessors 
of metallic money, (c) metallic coins (tf) convertible paper 
money, and (e) inconvertible currency and credit instruments It 
would be apparent as we trace the course of evolution of money 
that money has evolved through time simply bv the creation of more 
substitutes of \tso\S 

In the pre monetary stage of barter when goods were directly 
exchanged for goods, there must have been a lot of inconvenience 
It must have been rather difficult to settle the terms of exchange 
Difficulties about the possibility of coming across a double coinci 
dence of wants a commonly acceptable medium of exchange the 
absurdity of settling fractional values in terms of indivisible units 
of account and the fantastic troubles originating from the incon 
vemence of storage and transportation of commodities to get them 
exchanged for other commodities etc , must have been extremely 
irksome So long as the primitive peoples had little to do with 
exchange because of their economic self sufficiency or because of 
their faith m forceful seizure of what they needed rather than acqui 
sition by way of exchange the question of the inconveniences 
originating from the absence of money did not arise Peaceful and 
voluntary exchange of commodities is likely to have come up at a 
comparatively higher stage of human civilisation when the exercise 
of might to dispossess others of what they had was no longer a 
socially accepted mode of ethical behaviour Might, as a medium 
to dispossess others of what they had, had to he replaced by volun 
tary and peaceful agreement to exchange on a basis of give and take 
and with the evolution of barter, the need for money is likely to 
have become rather acute because of the obvious inconveniences of a 
direct exchange of commodities for commodities 

Tubal communities evolving to the stage of barter from 
primitive self sufficiency felt the need of money and in course of 
time, a certain article commonly valued by all assumed the role of 
money This js the pre metallic stage in the course of evolution of 
money Horns bones hides corn goats cattle etc , have been 
used in different communities to play the role of money and it is 
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not at all difficult to imagine the difficulties implicit in the use of 
these commodities to serve as a medium of exchange. When goats 
play the role of money, the supply of money increases during the 
breeding season and decreases when there is a shortage of fodder 
or when the flocks dwindle in number because of some diseases. 
When the goats stray away, so much of money walks out of the 
pocket of the owner. In order to purchase small articles the goat 
would have to be cut up and exchanged in bits. The storage of 
money in the form ot goats requires quite a lot of space and its 
preservation through time is a costly business. The amount of 
business which could possibly be done with a living and indivisible 
medium must necessarily have been subject to very seribus limita- 
tions. In the absence, however, of a better alternative, such a 
state of affairs must have continued for quite some time. The urge 
to get over the difficulties and inconveniences continued unabated 
and man encountered these obstacles to the evolution of money 
with a keener imagination than before. 

The discovery of metals like copper, bronze and iron presented 
before the parties interested in exchange the need to invent a 
new unit of account and medium of exchange much better than the 
ones which prevailed before. The dawn of the metallic age brings 
us to the next stage in the course of evolution of money. Uncoined 
metals were used as media of exchange to settle the terms of 
exchange. Where some of the old difficulties were got over, next 
ones appeared in their place The supply of metals wa3 subject 
to serious fluctuations because of the discovery of new mines or the 
exhaustion of the ones existing earlier. Sometimes there was too 
much of a metal which made the currency cheap and sometimes 
there was too little which made money hard to come by. Storage 
and transportation were by no means easy and to cut up hard 
metal into extremely tioy bits was rather difficult. 

From the rough and crude metals to the precious metals is the 
next phase of transition towards higher stage of growth. The 
precious metals have some intrinsic value besides the value in terms 
of exchange and hence they command universal respect. The 
difficulties, however, do not cease with the adoption of the precious 
metals as the unit of account and the medium of exchange. The 
precious metals are too precious and acute scarcity of money is 
rather irksome. Their transportation from place to place is 
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comparatively easy but storage is not safe, subject as it is to 
possible theft or burglary Transportation is subject to the same 
danger Therefore, the merchants who have played such an 
important role m forging the evolution of money, devised new 
ways and means of providing evidence of their command over money 
to pay to the sellers of commodities 

Instead of carrying precious metals from place to place, the 
traders deposited their stocks of precious metals with certain par 
ties of good repute and obtained in writing a certificate that a 
certain man does posse's with him a given quantity of money 
Such certificates were carried to distant places for purposes of 
business The other party, of course must necessarily know the 
person who is*ues a certificate to the effect that the necessary stocks 
of precious metals are, in point of fact deposited with him and 
that whenever that certificate is presented by the depositor, the 
precious metals would be duly released This piece of paper became 
a sort of convenient credit instrument to be carried from place to 
place to pay the dues 

In course of time the persons specialising in the business of 
receiving deposits from the merchants and issuing to them 
small pieces ot I 0 U ’a discovered that the notes issued by them 
were not presented for ‘ encashment’ by quite many of the 
depositors The confidence in the integrity of the person who 
issued the note was sufficient to finance transactions That is how 
the modern banker came into existence with his strange powers of 
issuing notes far in excess of the actual value of deposits The 
banker knows by experience that only a small proportion of the 
cheques issued by him would be presented to him for actual pay 
ment and therefore he acquires the powers of credit creation 
Credit becomes an excellent and most effective substitute for 
money In the early stages people did insist on fully convertible 
paper currency but m course of time they realised that it was quite 
amrecessaryto insist on convertibility The inscription on every 
note that the Central Bank owes so much of money to the holder of 
a currency note is only a historical relic of the days of full conver 
tibility Today money has evolved to the stage of a completely 
managed currency The Central Bank of a country exercises a 
monopolist s authority over the l'suc of currency and how much 
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of money is to be issued is decided on the basis of the monetary 
requirement of the economy. Coins still exist only for petty 
transactions Money, it is apparent, has evolved through time by 
creating more and more refined money.su b3titutes and today currency 
and credit have come to the stage of the completely managed 
system. 

POINTS TO REMEMBER 

1. The evolution of money through time ia shrouded m obscurity. 

2 Whatever knowledge there is about the course of evolution of money 
is a matter of guess and imagination. 

3. Self-sufficiency broke with the rise of barter and the need for money 
originated in the irksome difficulties of barter. 

4. All sorts of things like horns, bones, hides, corn, goats and cattle 
have played the role of money and a now substitute was invariably a 
refinement over the old. 

5. The discovery of metala opened up fresh possibilities and precious 
metals occupied the pride of place. 

C Merchants found it inconvenient to carry metals from place to place 
and hence they carried deposit-certificates from certain men of 
repute. This was the first form of credit instrument. 

7. The next stage in the course of evolution of money is inconvertible 
paper currency under a managed system under the control of the 
Central Bank. 

SELECT READINGS 

1. Meade, 3.E : Inflation, 

Z. Pigou, AC; The Peii of Money. 

3. Reo, V.K.R.Y. : Investment, Income and the Multiplier in an Under- 
developed Economy, Indian Economic Review, 1952. 


Q, 6. What Is the social significance of money ? Is 
money all powerful in a capitalist economy ? Explain clearly. 

(Agra 1960 ) 

What is the social significance of money ? Do yon 
advocate redistribution of incomes in a community ? If so, 
suggest methods (Agra 1957 ) 

Ans. The social significance of money in a capitalist society 
originates from lie decisive influence tvliich money exercises on the 
volume of production, and the pattern of distribution both of 
which hold a profound significance ia promoting the cause of 
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human welfare In a society m which production is organised 
primarily for exchange in terms of money, there is an imperative 
need for a suitable medium of exchange in order to overcome the 
difficulties of barter The value of every commodity to be 
exchanged is measured in terms of the standard value represented 
by the unit of accounting as embodied in the legal currency of the 
country It not only facilitates exchanges by providing a suitable 
medium, but also enables certain individuals to amass enormous 
fortunes just by piling np currency notes instead of maintaining big 
godowna filled with rich conglomeration of a diversity of commo 
dities which would have been the case, had there been no money 
at all Apart from the traditional fourfold functions of monej — 
a medium a measure, a standard and a store, each of which has a. 
social significance of its own, the most important function of money 
from the social angle emerges from the influence and role of money 
in the determination of the total volume of output and the pattern 
of distribution of the capitalistic order of society 

In a completely monetised exchange economy, the division of 
the net national product among the members of the community 
takes place on the basis of the apportionment of purchasing power 
Those who receive a larger quantity of purchasing power can 
command a greater share of the national income than what could 
be claimed by persons with a lesser amount of money The rewards 
to the four factors of production that collaborate in the process of 
creation of wealth and income are determined in the form of sums 
of money to be allocated to them for their respective services Rent, 
interest, wages and profits are determined in terms of sums of 
money earned per unit of time The only exception to this rule 
would be those producers who consume a good proportion of their 
own produce, eg , a farmer In general, in any advanced economy, 
the division of the net national product among the members of the 
society must take place on the basis of the division of purchasing 
power The social significance of money m a monetised economy 
obviously emerges from the fact that one_s .share .in jb- xiafcmnaj 
income depends on one s command over money 

In competitive acquisitive type of societies one can easily 
appreciate the infinite struggle for the acquisition and accumulation 
of money in view of the enormously formidable power which 
money vests m its master to command everything that h subject to 
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the distortion of demand too heavily tilted in favour of comforts 
and luxuries at the cost of necessaries it is imperative to reduce 
the inequalities in the distribution of vealth and incomes A 
Teduction of inequalities is likely to bo productive of a much greater 
economic* and social w elfare than what we have in a community in 
which a small minority wallows in wealth and the vast majority 
lives eternally on the verge of destitution There is a strong case 
for reduction oF inequalities Economic oligarchy is hardly com 
patible with political democracy In spite of the theoretical 
objections to the inter personal companion of utility and the law 
of diminishing marginal utility as applied to income it is contended 
by Pigou that there is strong and convincing caso for the reduction 
of inequalities 

Inequalities arise mainly out of two sources (a) differences 
in the inborn and acquired abilities of individuals and (£>) differences 
m the ownership of property The latter is far more important than 
the former 

Differences in ability could be considerably reduced by the 
dissemination of facilities for education The denial of opportunities 
for training renders the children bom in poor families in a state 
of disability Those born m well to do families start off with all 
the advantages of a good material heritage Secondly differences 
arising out of property could be reduced to a significant extent by 
a progressive scheme c f taxation subsidies and grants A gradual 
reduction in inequalities could be thought of by adopting a scheme 
like the one advocated by the Italian economist Rignano The 
adoption of the welfare ideal by the State also goes a long way in 
reducing inequalities The communists would advocate a complete 
abolition of pnvate property m order to reduce inequalities Thej 
would like to practise a principal like from each according to his 
ability to each according to his needs 

POINTS TO REMEMBER 

1 The social a gniflcaace of money in a capitalist society or giaates from 
the influence of money on production and distribution of wealth and 
income 

2 In a completely mineti ed economy the division of the net nat oral 
product among the m< mbers of the community takes place on the 
basis of the divis on of the monetary income 
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3. la a capitalist economy, tho pursuit of money ia the major occupation! 
of the majority of the people. 

4. There is a regular relationship between the pattern of distribution of 
money and the size and composition of production. 

5. Great inequalities bring about a general deficiency as well as a distor- 
tion of demand. 

6. We con reduce inequalities within the democratic framework by the 
adoption of suitable fiscal and monetary measures. 

SELECT REAPINGS 

1. Heads : Economic Analytic <t Policy. 

2. Bye and Kewett • Applied Economic*. 

3. Dalton : Public Finance. 


Q,. 7. “The importance of money essentially flows 
from its being a link between the present and the future.’* 
[Keynes) Comment. (Poona 1960) 

‘Money itself creates nothing, it is a means to an end, 

it is a lubricant of * Discuss. ( Agra 1958) 

‘Money is quite indispensable for the functioning of 

market economy ’ Discuss. ( Allahabad 1957) 

“Money is the pivot round which the economic science 
” Discuss and point out the significance of money in 
socialist economy. 

Ans. After centuries of gradual evolution, there emerges 
an economic system based on. exchange in terms of money with 
the slow decay and disappearance of barter which, in. the course of 
the flow of history brought into existence crude forms of money. 
It is primarily because of the difficulties inherent in the system of 
barter that there arose the need for a smooth medium of exchange 
and unit of account so that commercial transactions could be 
carried on without the obstructions felt under barter. The appear- 
ance of money as a medium of exchange and store of value has 
revolutionised the world of commerce and paved the way for 
largo scale capitalistic mode of production with the help of scien- 
tific inventions. The invention of money to play the role of me- 
dium of exchange ancf store ol' value, ancf to provide a convenient 
unit of account is, as a matter of fact, nothing short of a revolu- 
tion. Under the new system of production, distribution and 
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exchange all economic units work on the basis of money profits, 
money costs and money prices 

Demand pattern reflects itself in production pattern, which 
in turn, determines the structure of demand pattern for factors of 
production which m its turn, influences the demand for finished 
commodities Thus money, on the one hand, provides us with 
a price mechanism which is an essential regulator of all economic 
activities in the absence of central planning, and on the other, it 
helps in smoother working of the economy by removing obstructions 
of barter 

Had money confined it°elf to the function of medium of 
exchange only, people would not have wished for better But m 
rcohtj its being a medium of exchange implies the possession of 
value 1 and wh£n value is to be stored, it may as well, or rather 
preferably, be stored m the form of an asset which is the medium 
of exchange rather than in the form of one which is not Older 
writers wore in the habit of view mg money as a medium of ex 
change or at least considering store value function of money 
as of sufficiently little significance Money had its own value which 
was determined by demand and supply and we find two mam 
versions of the quantity theory of money emphasising either one 
or the other of the two The Cambridge version of the quantity 
theory emphasised the demand side of money and though the fact 
that money was not so simple and obedient a servant dawned 
gradually upon the intellectuals, the fact was recogni ed rather 
slowly As Prof Pigou put it, the economists were m the habit of 
considering money as “a veil behind which the action of real 
economic forces is concealed ” Accordingly we find text books 
on economic theory dealing with real economic analysis considering 
some special problems of money only at the end or not at all 
They fail to recognise that one of the main forces providing dyna 
mism to the economy is found in the existence of money itself It 
19 money which provides a link between the present and the future 
by acting as a store of value 


1 A perso-i will not accept anything in exchange unless he is sure that 
in turn he will be able to exchange it for something which is of value to him 
Technically, therefore, he is storing value for a stipulated period and this period 
may be prolonged or shortened by him 
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But alas ' This store of value is not a dependable thing. 
There is an element of risk that this store may get depleted or 
replenished nnpredictably and at unwanted times. Transaction 
type approach to quantity theory was ignoring the possibility of 
our store of value differing from our calculations before we turn 
it over to somebody else. Bat the problem is there and has to be 
faced. 

To straighten out the tangle we consider a simple situation 
in which people are using money both for transaction purposes 
as well as for storing wealth In the market tho value of money is to 
be determined by the current supply of goods and services its a-us 
the current flow of money. Therefore, if today people decide to 
save more m terms of money, the value of money rise m terms of 
other commodities and if they decide to save less or if they bring 
into the market money saved in the past, its value is bound to fall. 
Now precisely here the difficulty arises All calculations have to 
be made m terms of money yields and money costs , money is thus* 
acting as a link or bridge between the present and future But 
this link is quite a weak link entailing all sorts of grave dangers. 
No one can predict with certainty whether at a certain time in the 
future, the supply of money will be relatively more or les3 as com. 
pared with the supply of goods and services But everyone has to 
make a guc»s as best a3 he can and act accordingly Exceptions 
have to be there and activities are based upon them Keynes has 
been emphasising the role of expectations in bis writings Marginal 
efficiency of capital which is a major force in the determination of 
investment and hence income of the community, is nothing but the 
expected yield on investments. Further, there are technical reasons 
due to which there is a time lag between plans of investment and its 
fructification. Investments have to be made on the basis of future 
expected yields and contracts have to be entered into u ith various 
factors of production regarding the payments for their services in 
money terms. But there is no contract or guarantee regarding the 
price which the finally produced commodity will fetch and, therefore, 
however bright the future may seem to be, it is always uncertain , 
and this uncertainty increases with the length of the gestation period 
of investment. 

Clearly as price expectations (the inverse of which is expecta- 
tions of value of money) guide the economic activities, ft disaster is 
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spelled whenever they prove false, which in turn may induce the 
investors to have very low faith in the future and hence to curtail 
their investment plans In an unplanned and uncontrolled economy, 
where money rules through the formation of prices such events are 
quite commonly experienced in the form of ups and downs of trade 
cycles Keynes was right in saying Unemployment, the precarious 
life of the worker, the disappointment of expectation the sudden loss 
of savings, the excessive windfalls to individuals, the speculator, the 
profiteer— all proceed, ra large measure, from the instability of the 
standard of value 1,1 

The instability of the value of money, or prices, is the main 
reason of wastage of our economic resources There are periods of 
inactivity and periods of overworking of our capital and labour 
resources Against possible future demand there may be over-capital- 
isation in businesses , and if there is not, then, an abnormally high 
demand which is likely to be there, time and on, cannot be met with 
Against the risk of losing customers when demand is there, there 
also lies the risk of investing for a period when demand will not be 
there “It is often supposed that the costs of production are three 
fold, corresponding to the rewards of labour, enterprise, and accurau 
lation But there is a fourth cost, vtz , risk, and the reward of risk- 
bearing is one of the heaviest, and perhaps the most avoidable burden 
on production This element of risk is aggravated by the instability 
of the standard of value ” s 

It is not only these economic disadvantages in the form of 
trade cycles, loss of production and unnecessary payment of rentier 
incomes to profiteers and speculators which flow from the changing 
Value of money, but grave social dangers al«o Money may be used 
to bring about greater social justice and well being through taxation, 
budgeting for social welfare and adopting fiscal and monetary 
measures for economic development In the USSR we have an 
extreme example of the wiping out of the moneyed class through 
depreciation of roubles after the Bolshevik Revolution But in a free 
market economy, social injustice flowing both from rising and falling 
- prices is too well known to be narrated in any detail Evils of infla- 
tion and deflation as reflected in the relative distribution of wealth 
and income need no recounting But even from the pure economic 

1. Keynes, Tract on Monetary Reform, p v. 

2 Ibtd , pp. v-vi. 
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viewpoint, fluctuations in the value of money are equally dangerous. 
“For the moment it is enough to note that the redistribution of real 
wealth effected by changes in the value of money has a secondary 
effect on the total of real wealth produced, by reason of its influence 
on the decisions of businessmen.” 1 Not that we shall get rid of all 
evils by simply eliminating money. Use of money has to be there in 
one form or other in eveiy society which can claim any economic 
advancement ; and so long as there are some assets which have 
liquidity and which have value, there will always be the existence 
of money (even if it is in a crude form). “At all times, in any society, 
money will be needed for any complex economic society.” 1 And to 
the extent this money exists, there w ill be expectations, uncertainty 
and attendant dangers. We can only have rigid controls by which 
the evil effects of money may be minimised but so long as it is given 
freedom, it will always be dangerous. We must use money to 
lubricate the wheels of our economy, but at the same time we must 
be prepared to accept the accidents which are bound to take place 
POINTS TO REMEMBER 

1. Money le to be considered in terms of its essential features, as a 
medium of exchange it helps in the amootb working of an economy ; 
89 a store of value it often obstructs this smooth working and acts 
upon the expectation of economic units. 

2. It acts as a link between the present and the future. 

3. Money, as store of value, is dangerous because prices may change 
unexpectedly. An economy con have trade cyclosonlv if it has money 
acting cs a store of value. 

4. Money spells this disaster (and social injustice also) because all econo- 
mic calculations are made in money .terms , there &tb 'contracts’ and 
gestation periods of investment ; and hence there arises the possibility 
of profiteering and speculation. 

5. Changes in the value of money carry social evils with them. 

C. We cannot eliminate the use of money. We can only minimise its 
evils by curtailing certain of its functions and by adopting ft central 
regulation of the economy. 

SELECT READINGS 

1. Keynes : Tract on Montiary Reform. 

2. Honoe Croome : Introduction of Money. 

3. Pigou : Veil of Money. 

4 Paul Einzig : Inflation 

6. Keynes : General Theory, Cb. XVII. 


1. Honoe Croome, Introduction to Money, p. 94. 

2. Ibid., p. 95, 
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Q, 8 What do you understand by ‘money illusion’ ? 
Discuss the implications of the concept for economic theory 
and policy {Delhi 1965) 

Ans In any modern monetised economy all tho goods and 
services which are bought and sold m the market exchange against 
certain quantities of money as determined by their prices Money is 
the universal purchasing power Tho buyers of the various factors 
of production namely, the entrepreneurs, pay out to the respective 
factors their respective prices These factor prices constitute the 
cost to the entrepreneurs employing tho factors and they consti 
tute income when we look at the same phenomenon from the view- 
point of the sellers Thus the landlords that hire out land and 
buildings receive rent the workers that sell their labour receive wages, 
the capitalists receive interest and the entrepreneurs get their profit 
Per unit of time a certain sum of money gets distributed among the 
sellers of the various factors of production What do the sellers do 
with the money that they receive 1 

Most of the income that is received by the sellers of the factors 
of production is spent on buying consumer s goods a part is saved 
and invested and only a email proportion 13 probably hoarded Tho 
money paid out by the private entrepreneurs as well as the govern- 
ment comes back to the employers again through the sale of goods 
and services There is a flow of money from the buyers to the sellers 
and again from the sellers to the buyers The flows of money how 
ever are not the real economic phenomena to be taken into account 
to find out the level of economic activity or the nature of production 
distribution exchange and consumption Money is the veil that 
covers all the economic activities in any modern society but the veil 
has to be torn asunder to find out what goes on within the monetary 
garb Apparentlj it seems the entrepreneurs exhibit their spirit 
of enterprise in order to make money Tho wage earners exert them 
selves to earn a certain amount of money So is the ca«e with the 
other factors of production In point offset the factors want the 
money not lor its own sake but for the sake of the goods and services 
•which money can help them to buy Earning and spending of money 
are merely the means for the attainment and the use of the material 
requisites of well being 

The classical economists wanted to analyse economic phenomena 
m real terms independent of the cover of money Thus Adam Smith 
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was concerned with the u ealth of nations in real terms ; Ricardo- 
was concerned with the real cost of production in terms of labour j 
Marx took up the same line of thinking and argued that the real cost 
is the cost of labour and he raised on this hypothesis his entire theory 
of exploitation. Even Marshall seems to believe that real and mone- 
tary forces in the economy are to be separately analysed to discover 
what exactly is going on at the back of the veil of money. Monetisa- 
tion and industrialisation proceed hand in hand and in countries 
which are highly industrialised the role of money appears to he of 
such decisive importance. 

The old controversy over the real anrl the illusory role of money 
in its influence on the magnitude and direction of economic activity 
came to the fore again when the General Theory of Employment, 
Interest and Money of Keynes appeared in the year 1936 Keynes 
could not sec eye to eye with the classical view of things. He thought 
that money has to play a more positive role then what was supposed 
by the classicists. It is welt known that the thinking of Keynes was a 
sort of sharp reaction to the depression of the thirties His mam 
purpose was to explore practical ways and means to get out of the 
slump. He thought that it was the mischief of money that brought 
about the debacle of the thirties. He, therefore, urged on the 
adoption of certain definite positive monetary measures to stimulate 
demand and to re-start the economic mechanism of production, dis- 
tribution, exchange and consumption. The illusion of money could 
be employed to provide a strong intoxication to the various factors 
of production to bring them back to a vigorous productive life. 

In fact an interesting experiment was conducted in a village of 
coal miuerB in Germany in tlie midst of a deep slump to induce 
people to work by providing them with coupons as wages which could y 
be used to buy their rations and the experiment proved a remarkable 4 
success The coupons served the purpose of money. 

The money illusion was badly criticised by the Soviet eco- 
nomists in the years preceding the inception of their first plan in 
the year 1928. They thought that want of money could never be 
a deterrent to the organistion of economic activity In fact, they 
Ahey-Mudd do without monejv. Money was abolished hut 
they found it exceedingly difficult to get along without the use of 
money. The illusion had to go but money as a unit of account and 
as a medium of exchange had to be retained. 
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The question of the money illusion has come to the focus again 
m the light of the controversy between physical and financial plan- 
um" in the underlie vela ped countries There is a school of thought 
•which rightly belreves that the availability of physical resources in 
the form of unemployed labour, cultivable waste land, unused mineral 
resource*, and unemployed or nnder employed capital equipment, 
power, transportation and other resources should he a sufficient con- 
dition by itself to warrant the production of such of the commodities 
as could be produced with the u=e of these resources Money does 
not appear in tceir calculation at all, excepting for purpo-es of cal- 
culation. The input Output tables can be compiled in physical 
terms and thus, 't xs being mc-easingly reali-ed that non^y can 
be employed as a useful servant, without being allowed to p’ay 
the role of the master 

A scientific appreciation of the precise role of mqtrejK£s M far- 
reaching importance for economic theory as well as policy Eco- 
nomic theon>ing u» motivated with the object of explaining the how 
and why of economic phenomena and in this connection the exact 
role of money and the lilu-ory nature of things as presented by the 
behaviour of money mu-t be properly analysed and appreciated by 
the economists As K«*ynes points out the workers are always 
opposed to a cut m their wages in care the cut takes the form of 
le*s of money-wages but if the same cuts were to be brought about 
by a rise in the prices of wage goods keeping the money-wanes cons- 
tant, the res-stacee of the workers would be not particularly 
significant The government also realises that there is a good deal 
of resistance to taxation but if the same resources be raised by way 
of deficit financing, there would practically be no resistance Eco- 
nomic theory most make a scientific analysis of the role of money 
m the realm of production, distribution, exchange and consump 
tion 

So far as economic policy is concerned, the most important 
thing to realise is that there is a lot of needles human "offering 
becao-e of the unsatisfactory role of money Can we really not get 
rid of busmes3 cycles and economic fluctuations 1 Can we not eli- 
minate unemployment at least to tolerable limits * Wbv should 
there be a wastage of resources m the mid«t of so much of want 
around ! The economic mechanism of a capitalist society which 
is founded on the rule of money can be made to work smoothly- 
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and can be made to serve the maximum welfare of the society, if 
the illusions of money could be dispelled to yield place to reality. 

POINTS TO REMEMBER 

1- In all modem monetised economies goods and services exchange for 
money. Money.makmg 1 j the universal purpose at the back of all 
6ales. 

2, There is a flow of money from the emploj ers to the factors and back 
again to the employers. 

3. Money-flows cover the economic activities in the form of production, 
distribution, exchange and consumption. These activities are real 
and not the flows of money. 

-1. The classical economists thought of real wealth, real cost and real 
benefit. 

5. Ricardo thought of real cost in terms of labour. Marx thought on 
the same lines. Marshall too thinks that Money is a veil. 

fl. The General theory cf Keynes brought the controversy to a focus. 
The current controversies about physical r ). real planning centre 
on the same point. 

7. Economic theory as well as policy must distinguish between the real 
and the monetary for the benefit of the community. 


Q,. 9. Trace the process through which inflation and 
deflation have their impact on production and distribution. 

[Delhi 1960 ) 

Ans. Production and distribution m a capitalist society are 
guided and governed mainly by the movement of prices. The 
motivation for production is the desire for making a fortune. The 
prospects for making a fortune would obviously hinge on the 
success of the entrepreneurial classes in purchasing the factors of 
production at the lowest of prices and selling the products 
at the highest of prices and appropriating the ‘surplus’ by way of 
profits— a reward for the assumption of risks and uncertainties of an 
unpredictable future market, in anticipation of which the entre- 
preneurs have to undertake investment The behaviour of the 
entrepreneurs is motivated mainly by the desire for profits which m 
turn depends on the exeesss of the sale prices over and above the 
xmsh prices Consequently, the entrepreneurs’ expectations regard- 
ing the probable turn of prices would have a decisive effect on their 
desire to invest and produce — optimistic expectations leadmg to a 
spurt in investment, employment and production and pessimistic 
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expectations leading to a shrinkage of investment, employment and 
production Short term expectations particularly have almost a 
hysteric influence on the employment of mvestible funds as is 
e\ idenced by the diversion of a largo proportion of the mvestible 
funds towards speculative ventures Long term investment could 
not possibly be guided solely on the basis of the whims and fancies 
of the entrepreneurs as to the probable turn of prices There i» no 
reliable basis at all for making dependable projections about a 
distant future— not even the near future Long term investments 
are undertaken by the entrepreneurs out of a complex of motives, 
the desire for profits being perhaps by far the most important 
What matters for our purposes is the fact that production under 
cap talism depends on the volume of investment which is under- 
taken mainly on the basis of the prospects of making a fortune 
which depends eventually on the excess of the «ale prices over the 
purchase prices 

Distribution, again, deperds on the prices of the factors of 
production as determined by the specific demand for, and the 
supply of the factor in question The apportionment of the nation 
al product as between the members of the community that collabo 
rate in the process of production depends on the prices which 
they manage to command It n relative scarcity as against demand 
which determines the price of the factors of production Every 
increase m scarcity makes for more and more of exchange value, 
whereas every decrease in scarcity makes for less and less of exchange 
value The problem of distribution has been handled tradi 
tionally on the basis of the nature of rent, wages interest and profits — 
the respective rewards of the four factors of production, land, labour 
capital and organisation Here, again, we find that the pattern of 
distribution depends on the determination of the prices of the factors 
of production in one way or the other 

Tho impact of inflation and deflation on production and dis 
tnbution has to be examined on the basis of tho relationship that 
obtains as between ( a ) prices and production and (6) prices and 
distribution, since prices constitute the prime mover m guidro^ the 
destiny of the capitalistic mode of production and distribution 
The sole exception to the general rule would be production that is 
undertaken primarily for satisfying the needs of the family as in 
the case of the subsistence farmers of our country The communist 
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pattern of organising production and distribution rules out the 
occurrence of inflation and deflation and hence, the question does 
not arise at all as to how inflation and deflation would affect pro- 
duction and distribution in a communist society. 

Inflation can be defined as a situation in which the general 
level of prices keeps on rising primarily due to a stimulus that is 
continuously being administered by the ever-rising monetary 
demand in the face of inadequate physical supplies. In other 
words, it is a situation in which too much of money chases too few 
of goods. The point to note is that inflation is primarily a mone- 
tary phenomenon. A mere rise in the general level of prices is not 
an adequate proof of the existence of inflation It must be proved 
further that the rise is caused mainly by an increase in the quantity 
of money in circulation either due to an increase in the amount of 
legal tender or due to an expansion of credit, or due to both. Defla- 
tion is the reverse process that brmgs about a fall in prices. 

The question that comes up at this juncture is what are the 
consequences of an inflationary rise in prices on production and 
distribution. So far as production, much depends on what happens to 
profits during a period of inflation and as for distribution, the conse- 
quences would depend on the relative movements of the reward to 
the four factors of production. Broadly speaking, a period of infla- 
tion is a period of increasing profits owing to the succession of a series 
of periods of rising prices. Inflation m the early stages of its origin 
and growth provides a great stimulus to the entrepreneurs to under- 
take a large-scale investment to take advantage of the opportunities 
for mating a huge fortune within a short period of time. The oppor- 
tunity for quick and easy profits brings into existence a mushroom 
growth of big and small undertakings to produce variety of commo- 
dities that find a ready market. The demand for factors of produc- 
tion would also rise to fulfil the rising demand for goods. Incomes 
keep on rising, leading to a further rise in demaud and reinforcement 
of the inflationary pressures. Production keeps on rising, the limita- 
tion to the expansion and diversification of production during a period - 
otrising. prices being mainly ( a ) non-availability of the factors of pro- 
duction due to their physical scarcity, and (6) the rising structure of 
costs which brings into existence a spiral of cost-price inflation. In 
the extreme case of galloping inflation, the people develop a feeling 
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of diffidence as regards the value of money and hence they try to get 
rjd of it There is strong preference for the storage of goods as 
agamst the storage of money Eventually there comes the point of a 
‘ crash” which ushers in the downward push of prices, profits, employ- 
ment income, demand, investment etc , which sets into motion the 
depression phase of the trade cycle Production shrinks considerably 
due to a lack of incentive in view of the threat of falling prices The 
over enthu«iasm of the boom leads to the pallid and flabby downfall 
of a depression 

Inflation brings about a redistribution of income in favour of 
the entrepreneurial classes In general we can make a two fold 
classification of income — (a) elastic, and (6) inelastic Wages usually 
constitute a fairly inelaBtio form of income because of the tendency 
for wages to log behind the prices Interest on bonds is also an in- 
elastic form of income Income fixed on the basis of long term con 
tracts such as rents also tends to be inelastic The real value of all 
inelastic incomes must go down during a period of inflation The 
entrepreneurs, however, make a great fortune because of the 
elasticity of their income which rises enormously during inflationary 
periods Tho«e who get a fixed income suffer the most due to infla 
tionary pressures A deflation causes a good deal of disturbance to 
the income of the entrepreneurs Profits fall, wages take some time 
to fall, rents are likely to fall due to insufficiency of demand for 
investment The fixed income groups have some advantage during 
a period of deflation if they manage their jobs Unemployment, 
however, is likely to increase during a deflation as there is likely 
to be universal suffering due to a general fall in the national income 
POINTS TO REMEMBER 

1 Product on under capitalism is guided and governed by the desire for 
profits 

2 The possibility of profits depends on the excess of the sale prices over 
the purchase prices 

3 Expectations regarding prospective profits play a decisive role in 
conditioning 'he investment behaviour of the entrepreneurs Short- 
term and long tens expectations have their own influences 

4 Production depends on the size and pattern of investment 

o Distribution depends on the nature of rent wages, interest and 
profits 

<5 To study the impact of inflation and deflation on production and 
distribution, we have to study the influence of inflation and deflation 
on investment and distribution through the role of prices 
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^marginal -propensity to consume, save and invest of those that 
recei vethe extra incom e In so far as the extra income comes into 
the hands of those that have a high propensity to consume, the 
demand for goods registers a big increase and m so far as the extra 
income accrues in favour of those, -whose marginal propensity to 
consume is not high, the rise in demand would be negligible If tbe 
propensity to save is high and the propensity to invest is low the 
demand would bo low and hence, the inflationary potential would be 
rather low If the propensity to save is high and the desire to invest 
also is high, growth m investment brings about a growth of income, 
growth of demand and therefore, it holds out the threat of a greater 
inflationary* potential 

It must be noted m this connection that black money does not 
accrue in favour of those that aie poor and who=e propensity to 
consume is high Black money generally come3 into the pockets of 
those that are already wealthy and enterprising enough to face the 
risks (mainly political) of the black market Their marginal pro 
penalty to consume would not be particularly significant The 
demand potential and hence the inflationary potential would bo 
reduced to that extent The issue therefore, has to be settled with 
reference to the investment possibilities of black money as against the 
investment possibilities of white money The investors have to account 
to the authorities for the sources of accumulation The statement 
that black money has a lesser inflationary potential assumes that 
there are serious limitations on the investment possibilities of black 
money The holders <5f black money would like to conceal their 
savings They would preftr to keep their money m the lockers of the 
banks, lest their black dealings be exposed and lest they be called 
upon to face the law In so f ar as black money is neither consumed 
nor invested, so much of mone y goes out of circulation & 3 long as the 
hoarding s^ rema in idle, with the n egative multiplier consequences 
which are of a beneficial character in an economy in which inflation 
is already r unmng~at a *high level ‘White money, on the contrary, 
is all likely to be invested andtence, the incom e and employment 
effects woul d be po si tive ."de m and would rise and pr ices also would 
rise In so fa r as there are certain inhibitions over the spending of 
bl ack m oney and in so tar as black money is driven~mto hoardings 
inflationary jofep tlai is reduced. There are" n o such restraint "on the 
spending of white money and, therefore, the inflationary potential of 




even when the bank s employ stringent credit-squeeze measures. 
Jlonetary~an d fiscaTl iaeasure s employed by the government to 
bring th e prices down c an be null i fied t o a considerable extent so 
long as the traders have so me access to black m oney. That is horv 
inflation can be x am P ant; 25. account of artificially created 
scarcity m market. Inflation and THack money support each 
other when there is a great scarcity of essential commodities. It 
is, therefore, not correct to under-estimate the inflationary potential 
bf black money. 

The second issue of the question pertains to the problem of 
control of black money. The statement that is made in this connec- 
tion is that control of black money is possible only through the 
control of white money This statement is equivalent to saying 
that black markets would automatically disappear if a proper 
control is exercised over white money and with the disappearance 
of the black markets the source of black money would vanish. How 
far is this true ? 

The black markets for different commodities hare their roots 
in the basic feet that the demand for them runs very much ahead of 
the supplies. How do we account for this excess of demand to start 
with ? Excess of demand must have its roots in excess of income, 
because demand to be effective requires the support of adequate 
purchasing power. The further question, therefore, would be “how 
does this excess of purchasing power come into existence The em. 
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pineal historical data with regard to inflationary situations reveals 
that most of the situations emerge out of the issue of excess of white 
money During periods of war when governmental income runs 
very much short of expenditure the authorities take resort to the 
easier method of creating money by printing more and more of 
notes So is the case with the periods of rapid economic develop 
ment Large scale deficit financing is not disfavoured by govern- 
ments that are too eager to augment investment with a view to 
accelerate the process of growth The result is an enormous 
increase in the supply of money which is obviously white The 
release of so much of excess of purch asing power mu3t create an 
e xcess of demand over supp ly Here are the ro ots of scarcity and 
bla ck marketing and this is the reason why it is supposed that 
contro l of b la_o k money is possi bl e only t hrough- the control of white 
money 

POILTS TO REMEMBER 

1 The first issue is the inflat onary potential of black money vs that of 
white money 

2 The second is the nature of the relationship between white and 
black money 

3 Inflationary potential takes its birth out of demand potential of 
extra income he it white or black 

4 The marginal propens ty to consume savo and invest must be taken 
into account to expla n demand and prices 

5 1\ hite money is 1 kely to be more readily invested and black money 
to be boarded and therefore the inflationary potential of the former 
is greater 

6 Black money however encourages epeoulat on and tl us adds to 
inflat onary pressures 

7 Black money has its roots in excess of demand whioh aga n is the 
outcome of excess of wl ite money Therefore control of black 
money has to be done only through the control of white money 


Q, II Critically analyse the following statement — 
“Inflation for creating useful capital is utterly self destruc- 
tive ” {Bombay 1962) 

Ans W nether or not inflation for creating useful capital is 
utterly ‘‘elf destructive depends on how we define the concept of 
inflation and what we imply by the term useful capital It also 
depends on how the useful capital created through the process 
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of inflation fluting & given period of time is employed during the- 
subsequent periods over the life of those assets which constitute 
“useful capital”. The creation of capital per se does not ensure a 
sufficiently big and unbroken flow of the necessary goods and 
services to counteract tho excess of demand over supply which is 
the prime cause of inflation which manifests itself in the form of 
rising prices over a fairly good length of time. When there is an 
excess of effective demand over the effective supply persistently 
over a good period of time, there results inflation in the economy 
in the sense that prices exhibit a continuous tendency to rise in 
spite of tho efforts to peg them down at a lower level. Inflation 
refers to a general tendency though certain specific prices may 
decline even when there is a general rise in the prices of most of 
the commodities. A general riso in prices is only a symptom of 
inflation but not the definition of inflation since a rise in prices 
may occur as a temporary phenomenon as when there is failure of 
harvests affecting a sharp cut in the agricultural as well as industrial 
supplies — in the latter because of a cut in tho supply of raw 
materials. It must be remembered that inflation originates from a 
quick rise in demand due to some reason or the other which it is 
difficult to satisfy with the immediately existing capacity to supply, 
even if that capacity be fully utilised or o\ er-utihsed. Inelasticity 
of supply in tbo context of a sudden rise in demand lies at the root 
of the genesis of inflation. 

A quick ri?o in demand which persists over a fairly good 
length of time is possible only when a significant number of con- 
sumers acquire additional purchasing power which enables them 
to demand more of the commodities which they are already pur- 
chasing or demand commodities which they are not consuming 
earlier. Inflation generally comes into existence with a quick n a e 
in the demrnd for consumers’ goods which run in excess of the 
possible increase in supplies with the full utilisation, of the existing 
factors of production. A phenomenon of this type is often seen 
during periods of war in which the belligerent countries and their 
allies incur a huge defence expenditure which swells the money- 
income of the receivers of that purchasing power and subsequently 
causes a significant riso in the demand for consumers’ goods and 
services. Given a sufficiently elastic supply of the factors of pro- 
duction, additional supplies could be produced to meet the nae in 
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demand , but often it so happens that there are serious bottle 
necks in the way of improving the factor supplies and heneo of the- 
supply of commodities whose demand has recorded a rise Any- 
thing that causes demand to run very much ahead of the supply is. 
a’mo^t sure to bring about inflationary pressures in the context of a 
fr°e economy In a socialist economy inflation comes m the form 
of not tasilv eradicable shortage of goods whereas in a capitalist 
economy the same phenomenon resu’ts m a rise in prices since the 
sellers are free to raise th^ir prices to talse advantage of the excess 
of demand This be ng the general nature of inflation we have to 
analyse how far inflation of a particular hind — the one that ia 
specifically employed for purpose of creating useful capital is likely 
to be utterly self destructive 

The precise point is whether or not deficit financing for pur 
poses of capital creation is Iikelv to generate anti inflationary forces 
m the very process of generating inflationary pressures The belief 
m this sort of a proposition «eems to stem from the not too 1m 
plausible faith that creation of useful capital would especially in 
the conti xt of a backward economy remove the principal obstacle 
to the production of those goods and services whose demand is- 
likely to ris>o because of the fresh purchasing power disbursed in 
favour of the producers of capital out of created money In the 
context of a backward economy the principal obstacle to produc 
tion is an acute scarcity of capital meaning thereby a scarcity 
of some basic wage goods along with a scarcity of durablo tools- 
and equipment It is often ignored that basic goods required to- 
satisfy the consumer needs of the workers, preoccupied with tho 
construct on of capital are as much a capital equipment of a coun 
try as the durable means of production In so far as capital 
scarcity is the principal obstacle to production in the context of a 
backward economy, inflationary finance to create capital should 
remove that obstacle to the extent it succeeds in point of fact in 
the creation of useful capital The possibihtj of meeting demand 
with the help of t lie fresh capital created out of inflationary finance 
is the crux of the question to analyse The fundamental questions 
which arise m this connection would be about the time lag between 
the creation of demand and the production of goods to meet the 
demand the availability or non availability of complementary 
factors of production to act quickly upon the accessibility to capital 
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and to seize the opportunity to exploit the market, the regulation 
of imports nnd exports with a view to co-ordinate the policy of in- 
flationary financing for capital-creation with the regulation of 
supplies in the market, governmental preparedness to impose certain 
controls, if necessary, and the durability of the impact of capital- 
creation on the build-up of the capacity to supply the goods and 
services whose demand rises because of inflationary finance. Apart 
from these factors, the co-operation of nature would be of immense 
importance in the context of a backward economy in which agri- 
cultural production is likely to be the very backbone to determine 
the general level of prices. Given all these conditions, inflation to 
create useful capital may turn to be self-destructive in the sense 
that the capital thus created would automatically bring about a 
rise in the supply of those very goods and services whose demand 
ti«es subsequent to the injection of fresh purchasing power. These 
conditions and the possibility of their fulfilment in the context of 
a backward economy must be analysed to appreciate the “self- 
destructive” nature of deficit-financing for capital creation. 

The shorter the time-lag between the creation of useful 
capital and its further employment for purposes of production of 
consumers’ goods, the quicker would be tbe destruction of inflation. 
Similarly tbe shorter tbe lag between tbe disbursement of created 
money and tbe production of useful capital to be employed later 
[or purposes of produting common goods, tbe quicker would be the 
destruction of inflation Tbe first condition is a question of alert 
and quick enterprise and the second one is a question of a wise 
selection of specific types of capital goods that could be produced 
as quickly as possible and employed immediately to produce those 
consumers’ goods whose demand is likely to rise. Time-lag has to 
be minimised in both the directions. In the context of a backward 
economy it is doubtful whether adequate enterprise it likely to come 
into existence in response to the opportunities in the economy and 
in case private enterprise cannot be relied upon, state enterprise has 
not only to create capital but plan for its further utilisation to produce 
e consumers’ goods whose demand is likely to rise It is further 
doubtful whether the state can possibly set up the necessary adini- 
machinery to act quickly on the projects necessary to court- 
4< ict inflation and whether there would be adequate efficiency to 
’t the job- Certain time-lags seem inevitable and m so far as lags 
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are there, inflation appears inevitable 

Further capital created has to build up a regular supply of 
consumers goods to counteract the regular increase in the supply 
of money since it is likely that money once created would continue 
to work unless it is later withdrawn deliberately by the government 
or hoarded indefinitely by the wealthy misers The flow of money 
has to be matched by a corresponding flow of good s over time and 
hence is the relevance of the durability in the build up of the capa 
city to supply In order to make the scheme work successfully, 
imports and exports have to be so regulated as to counteract in 
flation Obviously much depends on how effectively a group of 
measures are undertaken by an efficient government and there cannot 
be any a pnort conclusions 

POINTS TO REMEMBER 

1 Inflation i» a state of economy in which the demand for goods and 
services runs ahead of the capacity to supply over a fairly 
good length of time Inflation is the outcome of ex ess of purchaa 
ing power injected m the economy 

2 The capacity to counteract inflation depends on the elasticity of 
supply of commodities whoso demand rises Tins in turn depends 
on the nature of the factor supplies ux the economy 

3 In the context of a backward economy the major obstacle to produc 
tion is scarcity of capital and therefore inflation to create capital 
is likely to be self destructive 

4 Capital is one of the missing factors and hence capital creation unless 

accompanied by enterprise technological advancement, discovery! 
of land etc is not likely to be Buffi cient by itself I 

5 Time lags between the injection of money and the creation of capital 

and the creation of capital and its employment to produce consu 
mers goods would be inflationary m character i 

6 Regulation of imports and exports to co ordinate the policy of inter 

nal inflationary finance is also a necessary condition to counteract 
inflation i 

7 The stream of money has to be made to match with a corresponding 
stream of goods and services and much depends on the efficiency oj 
the productive machinery It is difficult to come to a prion con* 
elusions unless we take into account all the conditions 

SELECT READINGS 

1 Keynes General Theory 

2 Klein Keynesian Economics 

3 Hansen Guide to Keynes 

4 Dillard Keynesian Economics 
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Q,. 12. What evidence would you require, in order to 

test whether an inflation is a ‘cost inflation’ or a ‘demand 
inflation’ ? To what extent do you regard the distinction 
between these two hinds of inflation as useful ? 

{London B. Sc , 1964) 
A ns. Inflation refers to H persistent rise in the general level 
■of prices over a certain period of time owing to the continuous 
growth of demand very much in exceS3 of the supply of goods and 
services. Inflation is the process of an uncontrollable rise in the 
general level of prices owing to the excess of demand over supply. 
It is rather difficult to define ia precise terms what should be length 
of time over which the rise in prices should spread and what should 
be the extent of the rise in prices over some well defined base and 
what should be the magnitude of the excess of demand over supply. 
In fact different prices for different commodities would change 
differently in accordance with the specific market conditions of the 
things concerned in Leeping with the relationship between the 
strength of demand and the strength of supply. Inflation refers to 
a sort of average rue in the general level of prices of all commo. 
dities. To start wuth the process may develop in some particular 
field characterised by special scarcities and in course of time, there 
would be a spread of the process almost over the entire economy 
The rapidity and the extent of the rise in prices would be a matter 
of detail and it would vaiy from situation to situation. In short, 
inflation refers to a sort of uncontrollable rise in the general level of 
prices. 

Obviously, the issue that comes up in the context of the 
general level of prices would be of the general demand for goods 
and services on the one hand and of the average cost of production 
of commodities on the other since prices in any free enterprise 
economy are determined by tbe forces of demand and supply. 
The explanation for the ruo in the general level of prices must lie 
either on the demand side or the supply side or on both — the res- 
ponsibility being divided between the two in accordance with some 
scheme of weights ge If the weightage bo in favour of demand, a 
Certain inflationary situation may be regarded ‘demand inflation' 
and if it is on the side of supply, it may be called ‘cost inflation’ — 
when supply fads to keep pace with the growth of demand due to 
mounting cost of production. Mounting cost of production is the 
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surest index to show growing scarcity of the factors of production. 
In this connection, it must be remembered that demand and cost 
are not independent, unrelated entities What is co3t to the emplo- 
yers is income to the sellers of the factors and that income is itself 
responsible for the growth of demand. Cost and income are the 
obverse and the reverse of the same flow of the money— the one 
looked at from the stand point of the buyers of the factors and the 
other from the view point of the sellers of the factors All the same, 
demand pull inflation and cost push inflation can be distinguished in 
the initial stages When the process starts, it may be rather difficult 
to make any distinction between the two since both the causes feed 
each other and merge together to intensify the rise in the general 
level of prices 

These are the preliminary considerations in connection with 
the demand pull and the cost push explanations of inflationary 
situations The real issue, now, to decide is the sort of evidence 
that would be required to judge whether in point of fact a given 
inflationary situation is caused by the pull of demand or the push of 
costs 

Inflation refers to an abnormal rise in the general level of prices. 
Any abnormal phenomenon appears to be abnormal only m relation 
to the normal Unless there is a clear idea of what should be con- 
sidered the normal situation with regard to the general level of 
prices, it vs ould be impossible to decide whether or not there exists 
any inflation It is essential, therefore, to collect some data about 
the general level of prices for a certain period of time — the average 
index of a decade immediately prior to the appearance of the first 
sign of inflation The average cost of living index of the preceding 
decade may serve the purpose, if the interest centres around inflation 
and the cost of living The term general level of prices is so com- 
prehensive that it is difficult to put the concept to any concrete 
practical use Well in any case, it must he decided to start with 
that there exists an inflationary situation as evidenced by the aver- 
age index preceding the start of inflation and that average which 
pertains to a similar period thereafter A certain amount of arbi- 
trariness uould be inevitable in deciding the length of the period 
to be taken into account, the number of commodities to be con 
sidcred and the weightage to be assigned to the different commo- 
dities 
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Agreeing to the fact that there exists a certain degree of in* 
flation in a given situation, the next point is to decide whefiier 
it is demand- caused or cost-caused. In order to know whether or 
not a given inflationary situation is demand-caused, it is essential to 
know tho growth of real output of such of the commodities whose 
prices have risen beyond certain limits. (The same commodities 
have to be taken into account for base year as well ) As a gainst 
the growt h of real output, we have to pose the growth of m oney- 
in come. If the growth of the latter be in e xcess of the f ormer, 
the re would be some ground to believe that excess of. dem and may 
have be en responsible for the genesis of the sit uation on hand. The 
index of money income juxtaposed with the index of real output, 
covoring all commodities or only such of them whoso prices have 
risen beyond certain limits provides some evidence about tbe role 
of demand. The assumption underlying this analysis is that the 
income-elasticity of demand is highly positive. This assumption has 
to he proved. 

Therefore, 6ome evidence is required about the income- 
elasticity of demand. This can be known directly by a sample 
survey of the expen diture habits of Tll5 'peopi e~~in relation to their 
income ove r the relevant p eriod. Total income received by the 
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Bo + h the demand for goods and services and the demand for 
factors of production are greatly affected by the quantity of money 
in circulation This does not mean that the quantity of money 
itself 13 not affected by the general level of economic activity The 
supreme virtue of the general theory in the context of the quantity 
equation is the light that it brings to beai on the working of the 
economic factors subsequent to a change in the quantity of money. 
Keyne* Urea to find out why, after all, things tend to move in A 
certain direction The Keynesian equation is an improvement over 
others m so far as it elucidates clearly the process that issues out of 
a change in the monetary situation The cash balance theory 
examines the static role of money whereas Kej nes examines the 
dynamic function 

POINTS TO REMEMBER 

1 The Cambridge equations are o variety of the Quantity Theory of 
Money developed by the Cambridge economists They have emphasis- 
ed the store of value function of money as contrasted to the medium 
of exchange function by Fisher 

2 There are two versions of the Cambridge QuantiU Theory namely, 
Keynes equation and Pigoua equation, and of the two versions, 
tho former is super or to the latter. 

3 The Keynes equation is also superior to the Fisher s equation 

4 The Keynes equation is alio defective in that it takes into account 
only the price level of consumption units and is qIso based on the 
assumption of the given levels of income and employment 

SELECT READINGS 

1 Marshall Money, Credit and Commerce, I lv 

° Keynes A Treattse on Money, Vol I Ch 10. 

3 Robertson Money, Ch II 

4 Halm G N Monetary Theory Ch 2 


Q, 16 Critically examine the Fundamental Equation, 
of John Maynard Keynes 

Ans John Mavnard.Kevne?., in_ liia. hnnk. 'Crfialtito.'w* 1 Tswec$- 
poses a crucial question namely, what is the fundamental task of the 
monetary theory » According to him the fundamental task of 
monetary theory is not merely to establish identities or equations 
relating the turnover of monetary instruments to the turnover of 
commodities and services exchanged for money The real task of 
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and investment, the price level •would correspondingly fluctuate 

Before going further, it would be useful if we pause a little 
over definitions of certain basic terms that ICeynes made use of in 
his analysis hirst, there is the income of the community Income 
is defined as the money income or the earnings of the factors of 
production or as the cost of production of the total output All 
the three amount to one and the same thing While including 
‘normal’ profits — normal being that much amount of entrepreneurs’ 
remuneration which would leave them under no motive either to 
expand or to curtail the scale of operations— income is taken to be 
constant throughout a certain period of time Any increase or 
decrease m income is measured by an increase or decrease in the 
total capital of the community It is really a strange treatment of 
income Savings have been defined as the failure to spend the 
money income on the consumption goods It can also be expressed 
as the difference between income and consumption 'Profit’ is 
defined as being the abnormal profit When the actual rate of 
remuneration exceeds the ‘normal’ rate the entrepreneurs seek to 
expand the scale of their operations and ttce wrsa Some people 
speak of the term ‘profit’ as ‘windfall’, but Keynes preferred the 
term ‘profit’ By investment is meant the net increment to the stock 
of capital, but by the value of investment is meant the value of 
increment to the capital stock 

Having understood the above definitions, re can turn our 
attention to examine the ‘fundamental equation’ propounded by 
J M Keynes. 

E is the community’s money income or the earnings of factors 
of production It is also the cost of production of the total out- 
put I' is the production of investment goods, so that E— I' mea- 
sures the cost of production of consumption gooas S is the amount 
of savings, bo that E— S is the amount of money that people are 
ready to spend on consumption goods 0 is the total output 
IjL'fcAhfc 'vdnmft nfl •vuiraunqtJiun •gouha -nik 'v us •‘hm -vOmme efi 
investment goods, so that 0=R-f C - is the price level of output 
as a whole P is the price level of consumption goods PR is 
the value of consumption goods or the amount of money that 
people spend on consumption goods Thus ne say that PR=E— S. 
Ket ub see how Keynes explains P. Since the amount of money 
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spent on con'umpt'on goods is equal to the difference between 
income and savings, we have the following equations : 

PR=E— S 

R+C 


=E . - 


-S 


=l'= total cost of investment goods, 

■E.i+r-s 


Dividing both sides by R we get the following : 

p' C J'- S 

p - O+TT 

In the above equation -5 is^the first factor and 


"TT" 


second Factor and these together determine P. — ,the level of efficien- 
cy earnings a3 Keynes calls it, is the rate of earnings per unit of out- 
put and — ~ is the abnormal profit per unit of consumption goods. 

I' is the cost'of production of investment goods and I'— S is the 
difference between cost of investment and savings. The difference 
between investment and savings' must be zero. For, if there is any 
difference existing, it means that investment is not equal to the 
savings which will result either in abnormal profits or in abnormal 
losses. In the event of savings falling short of investment, there 
will be abnormal profits and investment falling short of savings will 
result in abnormal losses. 


In each case there will occur a disturbance ju the equilibrium 
of price and cost of production. Thus I'— S is assumed to be 

j» g 

zero and hence — ^ — , the abnormal profits per unit of consumption 
goods, is also zero. When the second factor of the ‘fundamental 
equation’ is zero then naturally the equation becomes P= -q-- 
Thus price level is equal to cost of production or we can say that 
P0=E 

‘ If E is reduced in terms of money income (M) and its velocity 
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(V) the equation becomes PO=MV, as E becomes MV. Thus we see 
that the ‘fundamental equation’ bears a family relationship with the 
quantity equation It is]to be noted that this will happen when I' — S 
is zero which 13 possible onlyjwhen there is full employment Thus 
like quantity theory of money, this theory also assumes full employ- 
ment position. Again jthis equation fails to point out as to what is the 
cause of disturbance of|eqmlibrram of the price level with cost of 
production since^I' — S is itself the disturbance. 

Nonetheless P is a better tool of analysis than 

MV=PT It explains the behaviour o r prices in the short period It 
indicates the] cyclical behaviour of income during a certain period. 
Income theorists conclude that it is the decision of people to spend or 
save, it is the decision of businessmen to invest or not to invest and 
also of the government ’bodies that income of the community fluc- 
tuates leading to a fluctuating price level This equation al«o points 
out that since prices of consumption goods are determined by the 
• general level of efficiency earuing3 and by the relation between cost of 
investment goods and]savmgs, the government cannot do much with 
consumption expenditure directly Because the immediate cau~e of 
steep’y rising prices of * consumption goods to be found in the exis- 
tence of abnormal profits which is nothing but a reflection of disturb- 
ance in the second factor’of the fundamental equation’, t e , 13 

more than zero To reduce I' rather than to increase S will be a 
more appropriate measure, in the opinion of Keynes, to achieve 
quicker results Thus J the monetary authority should raise the 
rate of interest if prices of consumption goods are to be reduced. 
K»ynes advocated]monetai y policy instead of fiscal policy to regulate 
price level 

Thus, J SI Keynes succeeded in achieving a much more realistic 
and scientific approach uliich is nearer to human decisions and 
actions than MV = PT i« 

POINTS TO REMEMBER 

1 Tbe Teat t ask of raonetarj theory, according to Kej n« s, is to treat the 
problem dynamically rather than to establish statical equations 

2 Keynes examined separately the prices of consumption goods, assets, 
factors of production etc * is the general price level which is no- 
thing bat a hotch-potch of all prn.es. 
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3. Keynes started with the flew of community's earnings or money 
income rather than with the total quantity of money. 

J- In equilibrium the pnee level would be equal to the coat of produc- 
tion. Any discrepancy between savings and inve=tm»nt will cau«e 
prices to nse above or fall below the cost of production. 

3. The ‘Fundamental Equation’ — P= ^ and inferences drawn 

therefrom 

SELECT READINGS 

1. Keynes, J.M. : Treatise on UJoncy, Vol I. 

2, Halm, G.N. Monetary Theory. 


Q,. 17- Explain tlie concept of income velocity of money 

and discuss the factors which govern it (Poona 1960) 

Explain the importance of the concept of the income 
velocity of money in the analysis of the relation between 
money supply and economic activity. (Delhi 1958) 

It is the changes in demand and supply in the product 
and factor markets that are relevant to the explanation of 
price behaviour and not the changes in the quantity of 
money itself Discuss. (Delhi 1956) 

Ads. The concept of income velocity of money is the out- 
come of a natural sequence in the process of growth of the Key- 
nesian school of thought. Money, that is traditionally supposed 
to be passive and natural, is seen to play a considerable active role 
in the process of growth of the national product of a given eco- 
nomy. The Quantity Theory of Honey that held sway prior to the 
appearance of General Theory of Keynes, concentrated its atten- 
tion primarily on the problem of determination of the value of 
money rather than on the function of money m shaping the course 
of the flow of income that accrues to the various factors of pro- 
duction that collaborate in the creation of the income stream. The 
concept of income velocity throws a Dew light on the functions of 
monej*, especially under tl e capitalistic system of society in which 
all economic activities cluster around the pivot of monej - . The con- 
cept of income-velocity subscribes to the ends of functional analysis 
in the monetary field. 

Whether we take transactions version or cash balances version, 
the meaning is approximately the same, tic., given other factors. 
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the price level changes m the same proportion as the quantity of 
money Refinements of the theory are there — in the form of intro 
ducmg velocity of circulation of money, in the distinction between legal 
tender money and bank money and even in the form of cash reserve 
ratios maintained by the banking system But, the theorj as it 
comes to us mainly speaks of one thing only, that the value of 
money, whatever we mean by it is an inverse function of its 
supply 

Now it will her granted that such a simple way of looking at 
the problem is quite deceptive It is not that when we change 51 
in the identity MV=PT, only P should respond to the change 
There is every reason to believe that T should also change m mag 
mtude And thmkiDg in terms of the Cambridge version we say 
that changes in money supply ought to show some effect on the 
income of the community If, therefore, m response to changes 
m money supply, income also changes a fuller version of the theory 
explaining the value of money must he broad based and include 
the changes m income also 

The publication of the Central Theory of Keynes paved the 
way for a right approach to tho problem Keynes him«elf had 
neglected changes in money and effects of prices because his main 
purpose was to analyse the changes in real income and employmert 
But the principles put forth by him shed light on tho working of 
the economic sj stem and the way real income of the community 
changes in response to various stimuli In this connection, his 
theory of multiplier is especially instructive which describes how 
an injection of money income at one point of the economy gene 
rates a multifold real income in the economy provided full em 
ployment does not already exist The traditional quantity theory 
would have state 1 that even m the depth of a depression, injecting 
the money supply would mean a proportionate rise m prices 

Detailing, therefore, in the income approach to the value of 
money by dovetailing the principles of General Theory to the prm 
ciples of quantity theory, we first of all make a distinction between 
the income velocity of money and circulation (which includes Income 
and Financial Velocities of Mo-'cy) velocity of money The quantity 
theory takes into account t he circulation velocity of m oney which 
is the nu mber of times a unit of m on ey on an aver a ge changes Lands 
in a given peri od of ti me But this changing of hands in its turn 
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day not be creating an equivalent money income. Money income 
will be created only as and when the expenditure is received by 
final factors of production in the form of wage3, rent, interest and 
profits. However, here also a unit of money can cause to become 
income more than, once m any period of time and it i3 t he avera ge 
nu mber of times a unit of money turns u p m the form of som ebody’s 
inco me th at is called t he income-vd ocilu of money Inco me_selocitv 
of money can be calculated by dividing the_total-money income 
earned b y alt t he economic units of a^countryjnji perio d of tim e by 
the aver age quanti ty of money supplied. Thus on one Bide we do 
not take the traditional as such , we pick out only that portion of 
it w Inch shows up as income of someone and on the other we also 
ignore the traditional V. As Kent puts it, ‘-the income theorists 
concentrate their attention upon the receipt and disposal of the total 
money-income of the people of the country — such income being all 
the money received as wages, interest, rent and other alloca- 
tions resulting from production activity.” 1 2 He goes on to say 
" ’t if total money of the community happens to be $200b, while 
average quantity of money available in circulation has been 5100b, 
then the income velocity will be two. Clearly, the circulation 
velocity will be much greater than income velocity because all trans- 
actions do not create money incomes AD Gayer, explaining 
the meaning of income velocity, says that “we call the number of 
times monej passes through the production sequence before again 
becoming income in any given period of time its income velocity 
(in contra-distinction from its transaction velocity).” 1 “In boom 
years the latter (mcome-velocUy) appears to have been about 3 per 
annum in Great Britain and the United States Obviously during 
depression it is likely to be markedly less because, as shown above, 
new spendable funds are not wholly employed in making new pur- 
chases or are utilised more slowly, part being held idle at each stage 
in cash or deposits ” 3 

Having understood the meaning of income velocity, it follows 
that it would be more profitable if a link between the price level 
and money income were found in place of a link between price 
level and all kinds of haphazard transactions For this purpose, 

1. Kent, Raymond P., Money and Banking, p. 119. 

2. Gayer, A D., Monetary Policy and Economic Stabilisation, p. 223. 

3. Ibid,, p- 223 



INCOME VELOCITY OF MONEY 


89 


the income theorists proceed on the basis that all money expendi- 
ture on final consumption goods and finally purchased capital goods 
equals the sum of money incomes received in that period It should 
not be difficult to establish the truth of this equality All the ex- 
penditure incurred m the purchasing of final consump'ion goods 
and capital goods was naturally equal to income received by their 
producers and was divided into different factors of production in 
the foim ot profits (or losses) wages rent interest, etc The 
money which was received by the producers of raw materials from 
the final producers was similarly again divided up into the profits 
(or losses) of the producers of raw materials and the wages rent, 
interest etc , paid by them to the factors of production which they 
m turn bad employed Thus all through there is no danger of 
double counting We are only countiog income of a factor which 
it received as a contributor to the final exchange value of the com 
modity Thus the income received by all tho factors of production 
in the economy is equal to the exchange value fetched by the goods 
and services produced by the commodity 

The difference between traditional quantity theory and income 
theorj here, therefore, is that while quantity theory would include 
all transactions at their full exchange value m the calculations of 
T, income theory takes account of the value added at various stages 
on’y 

Now with this identity between total money incomes and total 
monej expenditure on final consumption goods and capital goods, 
the income theorist would establish the value of money The flow 
of money income has generated a flow of real goods and services 
and the value of money therefore, depend ^upon the relative streng 
th of the flow of money income and the flow of real goods and 
services Greater the income velocity of money greater will be 
the flow of money income generated by it and given the flow of 
real goods and services, higher will be the price level and lower will 
be the value of money On the other hand to the extent that the 
flow of money income has been able to generate additional flow of 
goods and services, price levels as determined at the final end of 
purchases and sales will be lower It is not denied that the above 
portrayal is a simple picture of reality and that, m fact, incomes 
generated tend to have long drawn effects in terms of the supply and 
employment of factors of production, but then these things can 
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easily be accounted for in a more .realistic and less abstract picture- 
Further, it has to be granted that a major defect of the above ap- 
proach is the comparatively scanty treatment of time lag3 involved 
m the generation of money income and the re*ponse in terms of 
output. But this' problem should not pose any special difficulty. 
All that we have to do is to choose a certain period and find out the 
flow of goods and services in that period and the expenditure which 
is being pitched against that flow through the flow of income. IF 
money income generated today is able to call for the production of 
goods only tomorrow, then to that extent today's price level will 
be higher and tomorrow’s lower. 

This last point presents interesting possibilities for the useful 
application of income-approach in matter* of planning. If we cal- 
culate the time Jags invoked in the response of investment to the 
income generated and the time lags invoked in the fructification 
of investment, we can calculate the various effects of governmental 
efforts on demand and supply of various commodities and hence 
their price level. It is interesting to note that income- velocity 
oncept, in its greater detail enables us to split up the total income 
< >ns into various streamlets and sub-channels meant for the 
demand of vauous goods and services. Considering each indivi- 
dual channel of supply of goods and services and the corresponding 
channel of money demand flowing from money-income flow, it is 
possible to find out various individual price-levels By considering 
the behaviour of various demand channels, m connection with the 
change in aggregate income flows, it can be found out how changing- 
incomes are going to influence the demand for various commodities. 
In India, for example, it has been found that with rising income 
the demand for coarse grains is comparatively decreasing while 
that of superior grams and white sugar is increasing Such an 
analysis can also be carried out for future projections of demand 
and supply, and necessary steps can bo taken for the smooth and 
balanced working of the economy. For an underdeveloped coun- 
try like Ind.a, this analysis presents a special scope f or use in 
planning, 

JKp.snnr.indp- Hus pgui nf lie .argument by emyfcasisiqer once 
again that it is the flow of money income and the flow of goods 
and services which Is of real relevance to the determination of 
price level and not the changes in the quality of money as such. 
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For changes m the quantity of money may he counteracted or 
strengthened by the income velocity which id turn generates the 
demand and supply of consumption and capital good" It is, there- 
fore necessary to see in brief what are the major forces which go 
to determine the income velocity and to what extent the supply 
of goods and services responds to it in any given situation 

Since income velocity 13 calculated as total money income 
received in a period divided bv the average supply of .money in 
that perioi obviously one major determining factor will be the 
speed with which people spend their incomes This expenditure, 
of conr«e should not be or purely tran«actionnry r ature but should 
be able (o generate money income of an equivalent magnitude 
Such an expenditure, therefore lias to be on final consumption 
goods or capital goods or it has to be a payment to -various factors 
of production for their services In other words, the expenditure 
should be in the nature of consumption or investment Now both 
these expenditures are stimulated (and dampened) by well known 
causes For example, consumption expenditure will increase in 
anticipation of rising prices, shortages upheavals or ruing incomes 
while investment expenditure will be stimulated m anticipation of 
ruing profits and demand Following from tlio consumption and 
investment demands the demand for factors of production will be 



markets is increasing, prices will automatically tend to rise the 
money supply will increase throush the creation cf credit and in 
the absence or shortage of bank credit, extra means of financing 
tne new demands will be found out ro r example, velocity of 
Circulation of money will increase, and people will try to develop 
techniques of consumer credit, there will be buildmg societies,! v 
more bills of exchange etc etc As the Badchffe Committee has ' 
pointed out in its Report, it is not the money supply ns sneh which 
will limit the demand in any appreciable way , money market 
man be tight but people will find extra sources of finance and tl ere 
icnr iraravrous ways in willed t'fle liquidity oi' - order asset's may fie 
u«cd to finance the enhanced demand 

In conclusion we can say, therefore that it is not the quantity 
of money ns such or its velocity of circulation which u of real 
significance In the determination of price leve's of much more 
importance is jthe money income flow determind by the income 
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Telocity of money and the flow of good3 and services as determined 
in response to the money flow through various investment decisions 
and time lags involved in the fructification of those investments. 
POINTS TO REMEMBER 

1. The traditional quantity theory of money is especially defective 
when. it ignores the effect of theogvng qusaUty of money nod \ts 
velocity on economic activity. 

2. The publication of the General Theory pared the way for a new 
approach to the problem, namely, the income one Xow the pro- 
blem of pricing can bo tackled by ganging the flow of money income 
and the flow of goods and services in response to that flow. 

3. Income relocity of money 19 calculated as total money income 
divided by average quantity of money in circulation in a given 
period. Income elocity of money ‘ is almost always greater than 
the circulation ve ccilj cf mcrey. 

4. The income theorists proceed on the assumption that expenditure on 
consumption nnd capital goods Anally purchased is equal to the in. 
cotoe received by otl the community during that period. Thus os 
against traditional theory the mcomo theory takes only the value 
added at various stages rather than counting all the transaction 
values of the traded commodities. 

5. Given income velocity, the quantity of money and the flow cf out- 
put, we can calculate the price level and changes in it By splitting 
up the income flow into sub-channels of demand and matching them 
against sub-ehannels of output flow, individual price level can be 
calculated and projected into tbe future. 

6. This calculation of sectoral price level etc , u specially useful in an 
underdeveloped country embarking upon planned economic develop- 
ment. It also shows cledTly that for price levels the demand for 
factors nod commodities and the flow of output ere of real import- 
ance and not the quantity of monev as such. 

SELECT READINGS 

1. Kent, Raymond P. : Honey ond Banking 

2. Gayer, A D • Hone/ary Folicy and Economic Stabilieation, Ch X. 

3. Chandler, L. V. : Introduction to Afonelory Theory. 


Q,. 18. What arc, according to you, the main criteria 
r an( j the requisites for monetary equilibrium ? Examine 

* suitability of your criteria in the context of the prevail- 

«g India® economic situation {Poona I960) 

• Ans Jt is an indisputable fact that money plays a decisively 
eadin* role m guiding the destiny of tie capitalistic order of eco- 
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nomies The developments in the field of monetary theory ever 
since the appearance of the General Theory of Keynes in the year 
1936 have brought to limelight the influence exercised by money 
m the letermmation of the total volume of emplo\ ment and output 
The presumed neutrality of money by the classical theorists was 
blown up by the incisive analysis of the Keynesian school of thou- 
ght The classicists believed tl at money actually is what it should 
be — only a servant at the command of the physical forces of the 
economy This was not at all warranted by the facts of the situa 
tion The relationship between monetary and general equilibrium 
is of great theoretical interest and practical significance especially 
so for countries like ours embarking on a large scale planned 
programme of development 

The traditional treatises on economic theory neglect the 
monetary problems their working and their impact on the physical 
side of the economy Tl e mam reason for this was that the classi 
cal economists emphasised the role of money only as the medium 
of exchange and not as a store of value It is a peculiarity of all 
systematic treatises on orthodox economic theory that there is no 
minor connection and integration of monetary theory with the 
central theory of prices Usually the monetarj theorv is only a 
much loose appendix to the theory of price formation 1 2 The 
phrase money is onlj a veil recurs again and again * Actually 
for various reasons it is theoretically quite difficult to integrate the 
two aspects namely the monetary and physical aspects of the eco 
nomics The two are interconnected an l if monetary forces do 
not balance the physical side of the economy is bound to experience 
a change The way in which monetary forces behave as to remain 
neutral m their impact on the mak ng of the economy is called 
monetary equilibrium 

We mus remember that monetary forces have an inherent 
tendency to generate a cumulative disturbing effect on the economy 
once they are not in balance The phy ical side of tl e economy if 
there is neutrality of monetary forces is however automatically 
restored to its equilibrium if it is disturbed Tor this reason the 
study of monetary equilibrium has become all the more imperative 


1 Gunnar Myrdal Monetary Equilibrium p 10 

2 Ibid p 11 
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, Tj ” wL y monetary theory cannot be integrated into the 

. general theory of demand and supply as eucli is precisely this that 
* thet™ aspects of the economy are quite different. Tor example 
in the market the price of any commodity is determined by the 
strength of its demand and supply ; but while other goods and 
services leave the flow of circulation when they are finally purchased 
by consumers, money stands as its guard ; the are of money does 
not destroy it or take it out of circulation. Similarly while in 
general equilibrium theory, we can analyse the conditions of 
equilibrium with reference to a moment of time, in monetary 
theory we cannot do so. Money lms the peculiar characteristics of 
store of value and the ab.l.ty to get contracts made in its own 
terms. Inevitably, the introduction of money brings the theory to 
a lower level of abstraction and makel it more realistic and 
ih ^, 11110 m hh tlJre - Again, while other goods and services hare 
own u i i y, money has not. Demand for money is derived 
from he demand for other good, and service, which in turn 
depend upon the" price (which is the reverse of vain, of money), 
not te^s^ii^e) 011111 ^ , an ^ h'fiiculty that money as such does 
,. , . 10 ow w hen it is used, makes the problem quite 
ensme ’mm * r * lm P eratlrG to examine the conditions which 
tbe rno , r y “ " 0 “' tMy f** stu rbaoeo. A situation in which 

the monetary forces do not play dynamic role cither pout, re or 
egative could be called a situation or monetary equilibrium. 

ncrtwnP.rVo 6 t uea t !on arises lenv to reiognise whether In any 
? , , r S .' " at,on monetary equilibrium exists or not ? In order 

is ri * a* ! aS t0 notec ^ ^ rst that once monetary equilibrium 
' tS ?° r “ to * C ™ lat 've tendency for the economy 
force, ... T 7 , r0IEI It8 ofioilihnum position unless counteracting 
Slv .1 I , , ea,t - Wie ” “* G i. in balance, nstu 

• a a ance can on| y of a stationary type with minor 

even'nro^rp 0 - ^ ltetn< ' - ® ucl * an economy, further, will not be 
i , ° Stung or decaying, for such a process involves change, 

which implies disturbance of equilibrium. The existence of 
mone aiyeqtn ibrium ran bo discovered only ex -post facto, i e , after 
e even e can take some pa»t period and find out whether 
the economy has undergone a process of change or not and on that 
asis '”* e a hle to find out whether monetarv equilibrium 
existed in that period or not. Further, on that basis* if the mone- 



MONETARY EQUILIBRIUM 


95 


tary equilibrium has not been there we can judge on which side of 
•equilibrium ■position the economic system has moved Since no 
economy is likely to remain in equilibrium for a very long time 
-and since it will become difficult to judge in that case whether the 
economy has remained m equilibrium or not it is necessary that the 
period taken must be a reasonably &hort one In that period we 
take various elements in the economy and see how they behave 
These elements are the crucial elements which go to influence the 
investors decisions These elements are 1 Revenue and cost 
gains or losses and 2 the portion of the investment gams and 
looses which consist, in a difference between the anticipated produc 
tion cost of real capital and the actually realised cost The first 
of theso elements deals with the profits and losses of investment and 
therefore induces the investors to move on further towards 
expansion or contraction The second element indicates to what 
extent the expected price of various factors of production and other 
technical relations is being reali ed If calculations have been made 
in the wrong way there will be a difference between the expected 
and realised costs and hence an inducement to contract or expand 
the economy If the economy is in the phase of contraction value 
of the first is negative but of the second positive the sum total is 
negative In the upward movement the reverse is true In a state 
of monetary equilibrium the aggregate of the indicated gams and 
losses for the economy as a whole should be zero Its magnitude 
should be a measure of the intensity to deviate from equilibrium 
in one or the other direction 

Now in order that the monetary equilibrium should exist 
certain conditions must be satisfied In this connection it is well 
to remember that Wicksell the proponnder of monetary equilibrium 
basis used the concept of what he variously called the real the 
* normal or natural rate of interest as distinguished from the 
market rate of interest This natural rate according to Wicksell 
refers to the productivity of investment which the investors will be 
comparing with the- marlpj. rate cl interest II the preduet iwiy of 
investment or the natural rate 13 more the people will invest and if 
it is less they will curtail investment We have seen the mam 
criteria of the indicators of monetary equilibrium which will be 
there only if monetary equilibrium is realised and according to 
Wicksell monetary equilibrium can be there only if natural ra c of 
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interest is equal to market rate. If the two differ, a cumulative 
process away from the equilibrium position starts and never stops 
till by some means or the other equality between natural and 
market rates is brought into existence. For example, if the natural 
rate is greater than tho market rate, it is profitable to make invest- 
ment and the process of changed production of consumption and 
production goods will start and so long as the natural rate remains 
greater than the market rate, there is no reason why this expansionary 
process should stop. This concept of natural rate was later on U3ed 
with advantage by Keynes in the form of marginal efficiency of 
capital which is tho expected net return on investment. Keynes 
explained that investors will increase or curtail their investment 
plans according as marginal efficiency of capital is greater than or 
less than the rate of interest. 

Now this condition, that if monetary equilibtium is to exist 
there must be an equality between the natural and market rates, 
works through three different manifestations of prico formation : 

1. in the field of production ; 

2. in the field of capital market , 

3. in the field of commodity maikets. 

We can say that in order that monetary equilibrium may 
exist, certain conditions in these three fields should be satisfied 
which briefly are as follows • 

(1) In order that investors should have any additional 
inducement to investment or to curtail investment, marginal 
physical productivity of capital must be equal to the natural rate. 
However, wc can very well see that such a condition is really not 
adequately stated Wicksell apparently lost sight of the fact that 
this marginal physical productivity in itself cannot have any 
meaning for investors. They will be interested in the monetary 
profits of their investments and, therefore, we should think not of 
the marginal physical productivity but of the marginal revenue 
productivity of investment. 

(2) Having found demand for capital on the basis of natural 
and market rate of interest, it is further necessary that demand for 
and supply of sa ving3 m the capital market must be equal in order 
that market rate of interest should not change. Savings, according 
to the classical economists, are a direct function of the rate of 
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interest, while the demand for investment is a direct function of 
the natural rate and an inverse function of the market rate In 
order, therefore that investment plans should not undergo a change, 
it is necessary that equality between natural and market rates should 
also he able to bring about an equality between saving and 
investment 

(3) The third condition that in the commodity field prices 
of consumption goods should bo stable, follows from the above two 
conditions The condition of stable capital goods prices is not 
necessary because the demand for and hence the prices of capital 
goods are derived from the prices of consumption goods In the 
cas* of equilibrium, therefore, production and prices in the consump 
tion goods sector must show stability 

Now let us turn to the suitability of the criteria of monetary 
equilibrium in the contest of Indian conditions It is apparent that 
the esistence of monetary equilibrium implies a static state for an 
economy The moment an economy undergoes a process of change, 
monetary equilibrium cannot be said to exist Further it is necessary 
that the way we have analysed the conditions of monetary equih 
brium, the monetary and financial institutions of the economy 
should be very sensitive If the concept of monetary equilibrium 
is to have any useful meaning, it is necessary that the economy 
must have a developed money market, investment market and 
other financial institutions so that small changes in natural and 
market rates are quickly and constantly transmitted to various 
nerve centres of the economy pushing the economy towards the 
equilibrium or away from it Now in an under developed country 
like India we find, firstly, that the requisite sensitivity and maturity 
of various organs of the economy are not found for the concept of 
monetary equilibrium to have any useful meaning , and secondly 
even if monetary equilibrium was a concept applicable to such an 
economy, it would not be desirable to try to attain it In India 
the money market is not fully developed Quite a large portion 
of the Indian economy is still functioning through the barter mecha- 
nism The institutions of monetary economy are either mostly 
unknown or under developed in the countryside Even m cities 
the commercial hanking sector and the indigenous banking sector 
have developed separately Farther, m India the investment 
markets and other financial institutions are not so well developed 
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as to take continuous notice of changes in the “market rate” and 
“natural rate” and react to it. The accessibility to the capital 
market is largely conditioned by one’s own standing and contacts 
rather than the reliability of the prospects of the investment pro- 
posed to be undertaken Lastly, what India needs today is not an 
abstract theory of what monetary equilibrium is but a concrete 
lhe«is as to the various measures she should adopt for the develop- 
ment of her economy. Though Myrdal says that the conditions 
•of monetary equilibrium ‘‘do not signify a 'virtual reality’ or 
tendency, but only state the conditions necessary in order 
tDhat the actual economic development in progress shall not follow 
a Wickscllian cumulative tendency,” in context of only an economy 
which satisfies certain conditions of its own. In India, wc have 
far greater rigidities m the form of technical and social blockades 
than are usually thought of Our problem is not to generate a 
cumulative process upwards which should be quite an easy task in 
* developed economy but to generate forces of real development 
on a planned and co ordinated manner. We have to think of real 
■balances and problems entailed in creation of real resources , we 
have to think of creating an imbalance in the present situation not 
in the monetary sphere bat in the real sphere in order that India 
should progress. Our immediate task is not one of establishing an 
equilibrium either monetary or general We have to deliberately 
plan a release of the forces of disequilibrium so that the economy 
takes rapid strides in the direction of an active and vigorous cons- 
truction of productive capacity. Monetary equilibrium in India 
would be an obstacle to progress. 

POINTS TO REMEMBER 

1. Th“ traditional economic theory regards monetary forces as neutral 

which, m fact, often thev are rot. 

2. It is quite difficult to integrate the monetary and general equilibrium 
theory into one because of certain differences, eg, (a) while other 
goods and services leave the flow of circulation when sold finally, 
money does not , (6) general equilibrium can be treated at a moment 
of time and h necessarily static, while introduction of money must 
make the economy dynamic and less abstract 

_3. Since monetary forces necessarily act upon non .monetary aspect of 
the economy in the form of production employment, ete., monetary 
equilibrium will be that situation in which monetary forces are 
neutral and do not disturb the non -monetary aspects of the 
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4 , The main criteria of the monetary equilibrium are that the entrepre- 
neurs should not be making any gains or losses in terms of sales or 
costs and if they do then this should be compensated exactly by a 
saving or extra expenditure in terms of excess of expected cost O' er 
the realised cost of production 

5 If the first element is negative, and the second positive while the 
sum of the two is negative then the economy is moving downwards 
from the equilibrium position, and if tbe first element is positive 
and the second negative, but tbe sum 13 positive, the economy is 
moving upwards 

<5 Broadly speaking, the condition of monetary equilibrium is that the 
natural rate of interest be equal to the market rate of interest , 
which when realised manifests itself in three conditions — an 
equality between profitability of investment and the market rate 
of interest, an equality between supply of and demand for savings 
and an undisturbed state of prices in tbe consumption goods sector. 

7 The concept has a meaning only with regard to developed countries 
having a developed money market, finan ial institutions sufficient 
mobility of factors of production and an economy highly sensitive 
to changing conditions 

SELECT READINGS 

I Myrdal, Gunnar Monetary Equilibrium 

2, Kobertson, D H. Estays in Monetary Theroy Ch V 


Q. 19 How will you explain in terms of monetary 
theory the possible co existence of inflation and high rates 
of interest ? (Delhi 1961 ) 

AnS The co existence of inflation and high rates of interest 
adumbrates an apparent state of inconsistency —the existence of a 
situation in which the rates of interest continue to rule high in 
spite of an abundance of money in circulation Inflation could be 
defined as a situation m which too much, money chasing too few of 
commodities causes an abnormal rise in the general level of prices 
A rise in the prices taken by itself is not, however, a conclusive 
proof regarding the existence of inflationary conditions in the 
economy Floods, droughts, pests and diseases might destroy 
exopa in a particular year thus causing a great rise in the prices of 
agricultural commodities A curtailment in the supply of industrial 
raw materials such as cotton, jute, oil seeds etc , might consequently 
hamper the production of some industrial commodities as well, 
leading to a rise in their prices Such a rise in the general level of 
prices could not possibly be designated ‘inflation’ in the right sense 



100 


MONETARY THEORY 


of the term. Inflation originates primarily jfrom the pumping into 
circulation of too much of money*, as during a period of war or 
during a period of rapid, economic development when a large 
quantity of money gets expended Jdue to the exigencies of a war or 
the inevitable needs of a jrapidly growing’* economy. For inflation 
to come into existence, the rise'inj prices must necessarily originate 
from the existence of too much Jof moneyjin circulation in a given 
situation in which the other things remain normal prior to the 
origin of the change in the supply of money. The situation under- 
goes a radical change subsequent to the increase in the supply of 
money. The prices register a steep rise because of the impact of 
excessive demand owing to^too much purchasing power in the 
hands of the buyers. The indicator’par. excellence of the existence 
of an inflationary situation is a steep rise in prices brought about 
by a great increase in the quantity of money in circulation. 

The apparent contradiction involved in the existence of high 
rates of interest during a period of inflation"arises from the fact 
that the rates of interest continue to rule high, despite an enor* 
mous increase in the quantity of money in circulation. Seemingly, 
this goes against the law of supply which states that an increase in 
the supply of a commodity, other things remaining equal, brings 
about a fall in the price. Accordingly, an enormous increase in the 
supply of money as during a period of inflation ought to bring 
about a fall in the rates of interest which is nothing but a form of 
price paid for the services of money. This ought to happen, should 
the other things remain equal as postulated by the law. There is, 
however, a possibility that the rates of interest might remain high 
in spite of the increase in the supply ’of money. The reasons for 
the existence of this phenomenon are to he nought in an anaiyaia of 
the ‘other things’ which are closely connected with the determi- 
nation of the rates of interest in a given situation. 

In accordance with the liquidity preference theory of the 
rate of interest, what determines interest i* the demand for, and 
the supply of money. The demand for money arises out of the 
liquidity preference of the people to satisfy their precautionary, 
transactions and speculative motives. The supply depends on the 
monetary and fiscal policies of the state. The demand for and 
the supply of money taken in conjunction would determine the 
structure of the rate of interest. The existence of an inflationary 
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situation implies a state policy which injects large quantities of 
money into circulation Inother words, it connotes a great increase 
m the supply of money. 

If the rates of interest are to he high in spite of great in- 
crease in the supply of money, there must be a serious cause operat 
mg on the side of demand which not only annuls the excess of 
supply but leaves such a powerful impact on the market, that the 
rates of interest continue to rule high The precise point to con 
aider is why there should be such] a great rise in the demand for 
money during a period of inflation as to sustain interest rates at a 
high level even in the face of an enormous increase in the supply of 
money 

According to the Keynesian school of thought, the most im- 
portant component of factors that influence the demand for money 
in a capitalist society js the motive for speculation This motive 
gets tickled sharplyMurlng a period of inflation in view of the bright 
prospects of amassing a fortune* within the shortest period possible 
with an indulgence m speculative activities The risks of speculation 
a r e by and large eliminated^ owing to the almost assured further 
rise m prices which ^inflationary 'conditions are bound to generate 
Consequently, the rash as well as the not so rash sort of entrepreneurs 
can itery conveniently look forward „to making a fortune availing 
themselves for the opportunity offered by the prevalence of infla- 
tionary conditions in the economy Forward marketing marks a brisk 
and swift expansion, leading to an enormous increase in the demand 
for money la view of the great expectations regarding profit 
possibilities, the entrepreneurs would not regard even an abnormally 
high rate of interest too much* to get the necessary resources to 
indulge m speculation Here is a possible explanation as to how 
and why the rate of interest is likely to remain high during a period 
of inflation 

During a period of inflation genera] ij speaking, there is 
brisk economic activity due to the increase in the purchasing power 
in the hands of the buyers There is an unusual quick turnover, of 
business, with an unprecedente 1 expansion of economic activities 
More and inoie of money is required to satisfy the transactions 
motive The total volume of business expands so much that each 
person handles more of money than before and hence, the total 
monetary requirement] of the community mark a remarkable m 
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crease. Consequently, even the ever increasing quantity of money 
is felt to be insufficient to satisfy the requirements of the com- 
munity. 

During periods of rising prices the marginal efficiency of 
capital increases enormously, providing all too tempting incentive* 
to the entrepreneurs to undertake large-scale investment to make 
hay while the sun shines. Every entrepreneur would like to make 
a fortune prior to the arrival of a "crash” and hence, the demand 
for investment and quick turn-over marks a tremendous increase, 
creating an unusually big demand for money. In view of the un- 
expectedly high marginal efficiency of capital, the borrowers do not 
mind paying unusually high rates of interest. There is always a 
comparison between the marginal efficiency of capital and the rates 
of interest to be paid for different types of loans and so long as the 
former exceeds the latter by a fairly good margin, no rate of interest 
is too high. 

In a capitalist economy, the entire machinery of production 
turns on the lever of the behaviour of profits and inflationary 
conditions so long as there are no fears of a downward turn, and so 
long as excellent opportunities of making a fortune exist, unless 
there is a hyper- inflation in which the costs rise so sharply as to 
upset the profit calculations. Rising prices invariably provide the 
best incentive for brisk business and this seems to be the principal 
explanation as to how the rates of interest could possibly continue 
to rule high m spite of an enormous increase in the quantity of 
money. It would be wrong to concentrate attention on only one 
side — namely the supply side, and contend that increased supply 
ought to bnng down the rato of interest. The demand side is 
equally powerful. The result depends on a tug of war between the 
two. 

POINTS TO REME3IBEK 

1. There ia an apparent state of inconsistency in the co-existence of 
inflation and high rates of interest. 

2. Inflation, implies an enormous increase in the quantity of money. 
Despite an increase in the supply of money, why should the interest 
rate9 be higher. 

3. The explanation of the demand for money m terms of the Keynesian 
liquidity preference theory. 

4. The great increase in speculation during a period of inflation to the 
demand for money- 
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5, Expansion m business and the need for more and more of money. 

6. Comparison between the rates of interest and the marginal efficiency 
of capital. 

SELECT READINGS 

1 Robertson, D H Esiay mi Monetary Theory 

2 A E A Headings in the Theory of Income DutnAutian. 


Q_ 20. Suggest one or more useful definitions of liqui- 
dity How could ‘liquidity’ thus defined be measured ? 

(. London f B Sc t 1964) 
Ans The concept of liquidity was brought to the fore by 
the General Theory of Keynes A thorough going analysis of the 
motivation for saving and the keen desire not to part with one’s 
saving was undertaken, perhaps, for the first time by the Generali 
Theory in the context of an attempt to explain the nature of the 
rate of interest The earlier classical economists always believed 
that interest was a reward for the sacrifice of consumption which 
saving necessarily entailed and on this basi« they thought that the 
rate of interest was a reward for the restraint of consumption It 
was Keynes who pointed out that there vs a big difference between 
the act of sav ng and the act of parting with one s saving m favour 
of another for a specified period of time and for a well defined 
reward Keynes therefore, held the view that the rate of interest 
is a r»ward for parting with one s ready command over purchasing 
power In accordance with this concept liquidity could be defined 
as one s command over ready purchasing power. 

If one takes an extremely narrow view of thing3 ready pur- 
chasing power can be identified with cash hoardings Cash hoardings 
give a ready command over purchasing power since the cash thus 
held could be taken out at any time and commodities could b& 
obtained from the market m exchange for cash This definition 
suffers from extreme narrowness and unnecessarily it restricts the 
idea of liquidity to mean mere cash hoardings One may have com- 
mand over immediate purchasing power in several other ways besides 
one s command over cash hoardings 

One can purchase anj thing in the market without actual 
cash payment if one enjoys some credit in the market It is not 
necessary that one should have command over ready purchasing 
power One’s credit has to be taken as a sort of ready purchasing 
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can add to onttread^ pm h""-' 1 W ' th the shop-keepers, <”> 

‘ ft facilities. Th/i, It! “"fl 


draft facilities Thf. .v‘” gP ,°'" !r . if ‘ he bantera allow ° m ' 
ready purchasmtr 13 n e credlt w 'th the bankers which also is 
acquired withn ^ P ° W “* Read y purchasing power could also be 
a'se"sln t „:«rata m r T ^ some ofth. 

assets is always there It* 8 ,° r * n0tlC9, The market for some of the 
the stois a ‘d i d,,p °“'- T1 ”“ one's S°M holdings or 

disposed off to r *r ° C ° t J' er aS9Ct9 of th,a ^ couId always be 

oSsetfas nenthn'** a ” d *“ 6 “ ia "^ purchasing pL,. 
he either pawed or “ id "ST*' r" “ PP ““ tlj- “9““ “» U 
One’s capacity to borrow at winTr^y a^. T 
over Tuirchtioi^^ „ 1,3 realJ y a sort of ready command 

command over purKni vo‘ d ? fi “' Uon ,hat li 1 a ‘' Ji ‘y “ 
the sum of one’s cash h P ,7 er becomes too wide and that it is 
includes too manv thin ° ar ^ gS becomes too narrow. The former 
possible The distinctio^T w rendera “easureabihty almost im- 
disappears To cal™ I * etWee ° money and non money almost 

heeler, l^e^ “ 


c«sh but the »S,r*™ d »f convertibility of assets into 
required in the ease of J 1 ? ”? for ‘’ le '““version. The time 
in the case of rlnmor,^ a zero and 13 a i m °*t negligible 

issued at any time. Cash S' d Wb ' Ch ““Id be 

over drafting allowed could be the 3twT“ “l!-* 1 ” ° f 
mg power To measure ™ total f ,mmed >ate purchas- 

difficult job. The averarrp 1 7* UC ° f credit purchases is a rather 
normal could be years which are 
power so far as credit is concerned. ** ^ P urchasin - 


Tert,bil,tyofatthmto ,1 Irf,t at th,t !e i “ ’'iththecon. 

Eion value is rather difficult tn H eiaet value of the conver- 

assets keep on changing detenn 'ne since the values of different 
market. For instance 0 aecordanee with the conditions of the 
and if they want to’ dis ^ * h ° W certain etocks and shares 
possible to IZt L 6 "‘ T ° ff °» “» changes, it i. no. , 
able to realise. This nrohiem 1 ! ‘°' V much of cash the - v would be 

rase of durable at^fc ho “""l *'!, ' he ””” ■>■«"* “ «» 
Owner, of these asset, are likely to"' ■***' y ' h ‘ d “' “''bine, etc. 

are tutely to enjoy a good deal of credit in 
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-the market even if they do not have to convert their assets into 
cash in times of emergency. It is very difficult to determine the 
quantitative value of that credit 

The difficulties with regard to the measurement of liquidity 
arise because of the fact that modern economies have thrown up 
institutions to impart liquidity to illiquid asset® In the highly 
•advanced economies the distinction between liquid and illiquid 
assets appears to be of little importance in view of the ever present 
possibility of converting illiquid assets so called into liquid assets 
at a very short notice To have liquidity one has to have some 
assets regardless of whether those assets are held in the form of 
cash, stocks and shares, gold and other Forms of property The 
concept of liquidity defined in terms of ‘ready purchasing power’ 
appears, therefore, to be of little practical value It is difficult to 
define its limits and hence, it is rather difficult to quantify the 
extent of liquidity during any given period of time 

Any useful definition of a concept must serve the purpose for 
which it is designed and the purpose of defining liquidity in the 
context of the rate of interest is to see how much of their income 
people hold back in the form of ready cash to meet emergencies 
to provide for their daily transactions and to provide for the 
rainy day Iho quest in this connection is directed towards a 
determination of the supply of loanable funds in the money markets 
since the rate of interest is determined by the demand for funds 
given the supply The demand side is examined ou the basis of 
the marginal efficiency of capital in relation to the rate of interest 
and the supply side is examined on the basis of the quantity of 
money in the maiket The effective quantity that matters during a 
given period of time is that quantity which is actual!} used A 
certain proportion of the supply of money is actually removed j 
out of circulation because of the demand for liquidity The 
problem is to determine how much of money is removed out of 
circulation during a given period of time One has to make the 
assumption that some money would not be supplied at all in the 
market m spite of the existence of demand That portion which 
remains unutilised due to deficiency of demand does not have to 
be included in the cash hoardings on account of liquidity 
preference In this sense, only such of the cash hoardings of the 
people and such of the cash reserves of the banks can be treated as 
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liquidity-born reserves as are determinable and attributable to the 
liquidity motive. 

EOINTS TO REMEMBER 

1. Tie concept of liquidity came to tfca fore with the appearance of the 
General Theory in 1938. 

2. The context was the analysis of the factors affecting the rate of 
interest. Keynes wanted to find out bow much of money is required 
to satisfy the demand for liquidity. 

3. Liquidity coaid be defined as immediate command over purchasing 
power. 

4 One can have immediate purchasing power on the basis of one’s 
command over rash, capacity to borrow, capacity to buy on credit 
etc. 

6. ‘Immediate purchasing power,’ therefore, is too wide a definition, 
difficult to measure. 

6. In the modem economies institutions have come up to impart 
liquidity to illiquid assets. The distinction between the two is 
very much blurred. 

7. The definition that suits depends on tbs purpose for which the 
definition is required. 


Q,. 21- “The rate of interest is determined by the d«- 
' for idle balances in conjunction with snpply of money 
over and above the needs of transaction.” Discuss. 

, (Delhi I960) 

Examine the statement that the demand for money 
depends npon the interest rate and the level of national 
income (Poona 1959) 

Examine critically the fall implications of the statement 
that the rate of interest depends primarily on the decision 
about the form in which wealth shall be held K Delhi 1958) 
What is the contribution of Keynes to the theory of 
interest ? How, according to tbe Keynesian theory, does 
the rate of interest affect income ? ( I.A.S. 1955 ) 

Ans. According to tbe Keynesian theory. Interest is cot a 
reward for * 'waiting" or abstaining from consumption as the classi- 
cal school defined it, but “a reward for parting with liquidity for » 
specified period” or for not hoarding. Interest is not only paid 
for money. The possession of money lulls our disquietude and 
interest ia the price which has to be paid to the lender to affect the 
disquietude invoiced in parting with the liquidity. 



DETER MINAT ON OF RATS OF INTEREST 


107 


The rate of interest according to Keynes is determined by the 
supply of money on the one hand and the demand for money or 
the ‘liquidity preference* on the other The supply of money is 
fixed by the banking system and cannot be altered by the public 
and, therefore, at any point of time it may be taken to be given and 
constant The real determination of the rate of interest is then the 
liquidity preference. 

But what is precisely meant by the phrase liquidity prefer- 
ence ? In plain «ense, it means tho demand for money for using 
it fox those purposes which money performs in the economic 
system, e g , serving as the unit of account and medium of exchange 
In the technical sense, the concept of liquidity preference implies 
the preference of the people to hold wealth in the form of liquid 
cash to other non liquid forms like bonds, securities, bills of 
exchange, land, gold, capital equipment etc This demand for 
holding money in the form of liquid cash should be clearly 
distinguished from the demand for income Income is a means to- 
satisfy wants and since human wants are unlimited, the demand for 
income is infinite But the demand for money is limited — it is not 
always wise to hold whole of income or wealth m the form of 
liquid cash This is so because holding of money involves on the 
one hand a cost— the interest lost t e , the interest income that 
could be earned by lending it to others, and on the other hand the- 
bolding of money lullo our di«quietude Every individual strikes a 
balance between the gain and lo«s and decides how much of his^ 
wealth it would be beneficial for him to hold in the form of liquid 
cash and how much in other non liqmd forms 

But why do people prefer to hold liquid cash to other forms f 
What is the explanation of the phenomenon of liquidity prefe 
rence ? Here Keynes gives us the psychological motives which 
induce people to demand money or hold "idle cash balances ’ 
People demand liquid cash on account of the three fundamental 
motives namely, "the transaction motive ’, the * precautionary 
motive” and the ‘‘speculative motive” 

The transaction motive refers to the desire of the people to 
hold wealth in the form of liquid cash in order to conduct 
smooth}} the day to day transactions or as Kejnes has put it < to 
bridge the interval between the receipt of income and its dis- 
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hursement ”* The average amount that a person keeps for trans- 
•action purposes depends upon the size of his income, the length 
-of the interval of the receipt of the income and the method fol- 
lowed in regard to payments. The precautionary motive re- 
presents the desire to hold cash balances in order to be able to 
meet any unforeseen contingencies In future like illness, unemploy- 
ment etc., without any difficulty. The amount of money required 
for satisfying this motive will differ widely with individuals and 
business firms according to the level of income, the state of 
•social security, the naturo of business, access to credit market 
and so on. 

The speculative motive refers to the desire to hold money 
in order to make a capital gain. It is possible for people to make 
-capital gains by borrowing money when the rate of interest rises. 
Alternatively, speculators can secure profits by purchasing bonds 
when their prices are low (i.e , the rate of interest is high) and 
selling them when their prices are high (i.e., the rate of interest 
is low). 

The transaction and precautionary demands for money are 
mainly “a resultant of the general activity of the economic system 
and of the level of income.”* The first two types of demand for 
money are fairly stable and constant over a short period of time 
as the levels of income and employment are not subject to signi- 
ficant changes over the short period The speculative demand, 
on the other hand, belongs to au entirely separate category. It 
Is highly responsive to charges m the rate of interest If there is 
a change in the rate of interest, the cause is to be sought in the 
changes in the speculative demand rather than m the changes in the 
transaction and precautionary demands as they are more or less 
stable. That is why Keynes settles down upon the speculative 
demand for money as the real and ultimate determinant of the rate 
of interest. This type of demand arises on account of the un- 
certainty regarding the future rate of interest. The speculators 
hold cash on the basis cf their individual expectations abont the 
future rate of interest but no one knows for certain what exactly 
the rate would be. It is this '‘uncertainty as to the future course 


1. Keynes, op cil„ p. 195. 

2. Ibid., p. 196. 
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of the rate of interest which is the sole intelligible explanation 
of this type of liquidity perference’ 1 

Let Mt be the total quantity of money held by the people- 
for transaction and precautionary purpose, y the level of mcome- 
and Lj the liquidity function corresponding to the transaction and 
precautionary demand far money Then we have, 

Mi~Li (y) 

If M a ho the quantity of money held for speculative purposes 
r the rate of interest and Lj the liquidity function relating to the 
speculative demand, then we have 

Mj=xLj (r) 

If SI be the total supply of money, then the composite- 
liquidity function can he written as 

M*=Mi+M»=Li ( y )+L a (r) 
or M=»L (r, y) 

In the liquidity function it is postulated by Keynea that the- 
demand for money is positively correlated with income — au in 
crease in the level of income implies a rise in the demand for money 
and vice versa On the other hand, it is negatively correlated to 
the rate of interest— a rise m the rate of interest reduces the de 
mand for money or in other words, an increase in the demand for 
money leads to a rise in the rate of interest and vice versa 

Fig 2 on page 115 represents the supply of money which 
may he taken to be given and constant and that is why supply- 
of money curve QM is a vertical straight line The LPt/i curve 
represents the demand schedule of money at a level of income y x 
It is downward sloping showing the negative correlation between, 
the rate of interest and tbe demand for money The rate of interest 
r is determined at the point K where tin* supply of money 13 exactly- 
equal to the demand for money Now, if the liquidity preference 
schedule rises to L'P yt on accoun* of an increase in income to 
the rate of interest would rise from r to r Similarly, if the supply 
of money increase*, the liquidity preference schedule remainin'*- 
unaltered, the rate of interest would fall 

How does a change in the rate of interest affect the levels of 
income and employment 1 


1 Keynea, op cil , p 201 
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The rate of interest affects the levels of income and employ- 
ment through changes in the volume of investment. A fall in 
the rate of interest, for instance, raises the level of investment until 
the marginal efficiency of capital equals the reduced rate of interest. 
An increase in investment through the multiplier leads to a multiple 
increase iu income and employment. 

POINTS TO REMEMBER 

1. According to the Keynesian liquidity preference theory of interest, 
the rote of interest is determined by the demand for idle balances in 
conjunction with the supply of money. 

2. The demand for money can bo for the transaction, precautionary 
and speculative motives. The first two are mote or less stable and 
It is the speculative motive which is the real and ultimate determi- 
nant of the rate of in t erst. 

SELECT READINGS 

1. Keynes General Theory, Ch. 13. 

2. Kimhara : Introduction to Key nee Can Dynamtce, Ch. 4. 

3. Hansen • Guide to Keynes, Cb. 6. 

4. Dillard : Economic! oj J. M. Keynes, Ch. 8, pp. 161-180. 


Q.. 22. Do you agree with Keynes’ criticism of Classi- 
cal Theory of Interest ? How far is his own reformnlation 
an improvement upon the latter ? ( Gujarat 1959) 

Do yon agree with the view that the Keynesian theory 
of interest) like the classical, is indeterminate ? (Calcutta 1957 ) 
Ans. In a nutshell, m the classical theory “interest” is a 
reward for “waiting” (or saving and abstaining from tbe present 
consumption) and the rate of interest like the price of a commodity 
is determined by tbe supply of and demand for capital. 

On the demand side, the demand for capital depends upon 
the margin il productivity of capital which in turn depends upon 
the amount of investment, the amount of investment being deter- 
mined at tbe point where the marginal productivity of capital is- 
equal to the rate of interest. On the supply side, tbe supply of 
capital depends upon tbe rate of interest ; higher tbe rate of in- 
terest greater would bo tbe propensity to save and thus, larger 
■would be tbe supply of capital. In the classical theory the rate of 
interest i3 viewed as the “equilibrating mechanism” which equates 
the supply of and demand for savings. If at any time, the demand 
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for capital falls, the rate of interest is supposed to fall and lessen 
-the supply of capital to correspond to the reduced demand for capi 
-tal If on the other hand savings increase more than investment 
•the rate of interest is supposed to fall until savings and investment 
are equal again 

In the diagrammatic terminology SiS 2 represents the supply 
function of savings , it is 
saved at a higher rate of 
interest and ttce tcrsa 
IjDi represents the demand 
■curve of investment which 
is downward sloping 'how 
mg that the demand for 
capital increases with a 
fall in the rate of interest 
and ttce tersa The market 
rate of interest ri is deter 
mined at the point P, 

■where IjDi and PiS 2 
intersect If the demand 
for capital falls as shown 
by the shift of IjDj down ward to I 2 D 2 the rate of interest would as 
shown fall fromVj to r. 

The first attack of Keynes on the classical theory is that 
interest is not a reward for saving as the classical school defines it 
for one can get interest for lending money which he has not saved 
himself but has inherited from his forefathers On the other hand 
‘ if a man hoards his savings m ca^h he earns no interest though 
!ne saves juat as much as before ’ 1 2 According to Keynes interest 
is not the reward for abstaining from consumption but for parting 
with liquidity’ 

The really damaging Keynesian criticism of the classical 
-theory however is that m the classical scheme the rate of interest 
13 in fact * indeterminate * According to Keynes the investment 
schedule and the savings schedule are not independent as is suppos 
ed by the classical economists hut are functionally inter dependent — 
J and one cannot change without altering the other In the diagram. 


upward sloping showing that more is 



1 J SI Keynes General Theory of Employment Interest and Monty p 167 

2 Keynes op ett pp 181 185 
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^henmvestmeni schedule fall, from I,D, to I.D, the income rill 
fall and this would lead to a reduction of saving, since as Keynes 

ZZrVrr f", ? f “” li “ ° n 'y ° f ,h » »*» interest 
but also of the level of income. But the above diagram doea not 
contam enough data to tell by how much the saving, would fall 

thus as we are not in a position to draw the savings schedule 
corresponding to the reduced investment schedule I.D„ the rats of 
interest „ indeterminate. The classicists committed this serious 
mistake by ruling out fluctuations income and assuming instead 
a constant level of income corresponding to full emplovment. 

. Tbo dainical view that the rate of interest „ tie "equilibrat- 
in„fkrtor between saving, and investment (that increased savin-m 
by reducing the rat, of intereat lead to a corresponding increase in 
investment) has also been challenged by Keynes. As he has put it, 

the dem. d n0t ' he P ™' ' th " !h bri »S> »*» equilibrium 
f' J “" ror “™ >‘»«Mre«,, roe, with the readiness to abstain 

de7r toTo i ,7 ; ‘ ” tte I> rI “ equilibrate, the 

of U “ ™ ° f ' Mh ' ti,h tbo “"'Me 


inter™! K ' 3 '“ 3 d °° S not ^ ,he of the rate of 

interest upon raving, and investment. He is prone to accept the 

If totlre.t .”nd "““S ‘ n j theTO, ““= saving, w, 11 reduce the rate 
™tm 1 « V 'h \ "" ° f lolerest tend to increase in- 

vestment. But as he rightly points out the cfTect is not so certain. 
The iucjej!5d_toving, and the consequent fall in the Jratn^ifLJnt ere.t 
V?^5!4S*ilJ>>»ES^jMdon capitaTia 

SepreSllIth^ m^ginal 

■ ==£,- emcien cy of ca plf afand thus has an a lbums 

S|£lon investment. KiJHes TTSIib-willmg to accept the view that 
than^u * n touic more will be saved at a higher rate of interest 
than atlower rate. But a, soon as changes in income are brought 
into the picture, savings seem to bejnterest-inelastic. A rise in the 
m to °i interest will a ctoallyfauL^^ 

For when the rate of interest rises, investment fail, and fall nT 

investment cause, a decline in income and out of a smaller income 

less will be saved. The fall in laving, wall be jnst equal to the fall 
m investment since the two were equal before income fell and must 


1. Keynes, op. cst., p. 157, 
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be equal after the fall in income. Thus, according to Keynes it 
is the income and not the rate of interest wtich ensures the equili 
bnutn of savings and investment Hence the of quoted statement 
of Keynes “Savmga and inv estment are determinates of the system, 
not the determinants ,,f . 

Another serious flaw m the classical theory of interest is that 
the classicists took into consideration only the two functions, name 
ly, unit of account and medium of exchange and completely 
ignored the fanction ot money as a store of value or what Keynes 
calls “a link between the present and the future ” This was quite 
natural for the classical economists who accepted Say s aw o 
Markets and were concerned with the long perio sta 
equilibrium 

All these differences between the classical school and Keynes 
ari«e on account of the fact that while the classical theory is aee 
upon the implicit assumption of full employment and a given eve 
of income corresponding to it, Keynes makes room or c anges m 
the levels of income and employment. As a writer has put it me 
difference between the traditional theory of interest and Keynes 
monetary theory of interest is a fundamental aspect of the difference 
between the economics of full employment and the economics of less 
than full employment ”* 


Keynes by rejecting the classical theory on the grounds no e 
above has advanced an alternative formulation of the theory o 
interest called the Liquidity Preference Theory of Interest Acc°r 
ing to this theory, interest is the payment made -for parting -with 
liquidity or foFnot hoarding and is a_purely monetary p enome 
non The - rafe of interest is determined in the market by the 
supply of money on the cue hand and the demand for money ot 
liquid cash on the other 


Money in the form of liquid cash is demanded by people for 
many reasons In the first place, people wont to hold some money 
for carrying out day to day transactions Keynes calls this the 
' transaction demand” for money. Secondly, people also keep 
some surplus cash as a measure of precaution to meet unforeseen 


1. Keynes, op etl , p. 183. 

2 Dillard, The Economics of J Al. Ktynts 
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contingencies like unemployment, illness etc. Keynes describes this 
as the “precautionary demand” for money. Thirdly, there is the 
speculative dema n d” fo r money — the people hold money “with 
the object of se curingprofiTfrom knowin g better than the market 
of what the fatnre_wiU_bring_Jbrth^l 1 2 The speculators borro w 
mon ey _when the rate of int erest is low a nd lend money when the 
rate o f interest rises or purc hase bonds when the bond prices fal l. 
' This m o tive arises on account of the uncertainty regarding the 
future rate of int erest . As Keynes ~"has put" it, “uncertainty as to 
future course of the rate of interest is the sole intelligible explana- 
tion of this type of liquidity preference.”* The transaction demand 
and the precautionary demand for money depend primari]y_upon 
the level of income and only remotely npon the rate of interest, 
lne speculative demand of money is, ho wev er" ~' hig hIyT nterest- 
elastio_and Keynes attaches' great significance ‘ to° this as 'the 
determinant of the rate of interest. 

If Mi be the quantity of cash held by people for the transac- 
tion and precautionary purposes, y the level of income and L, the 

liquidity function corresponding to the transaction and precautionary 
demands for money, then we have, 

(y) 

If Mj be the quantity of cash held for speculative purposes, r 
the rate of interest and Lj the liquidity preference function relating 
tO-the speculative demand for money, then we have, 

M,=L, (r) 

If M be the total quantity of money in circulation, then the 
composite liquidity function can be represented as 
M=M 1 -pjr i =L, (y)+Ls (r) 

or, M=L (r, y) 

In Fig. 2, the quantity of money in circulation, i.e., tbe supply 
or money is represented by Oil. This can be regarded as given 
and constant at any point of time as money cannot be created by 
the public and for this reason the supply of money cnrve Q1I is a 
vertical straight line showing that the quantity of money in circula- 
tion is absolutely inelastic in response to changes in the rate of 


1. Keynes, op. tit p. 170. 

2. Ibid., p. 2. 
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interest LP 1/1 represents 
preference” of the public 
and is downward sloping 
showing that the demand 
for money increases with 
a fall in the rate of interest 
and vice tersa As the 
demand for money also 
depends upon the level of 
income a liquidity pre 
ference curve represents 
the demand for money 
corresponding to a given 
level of income 


the demand for money or “liquidity 



Given the level of 0 M X 

income 3/1 and the quantity QUAN TITy Of MONE Y* 

of money m circulation F, g 2 

OM, the rate of interest r is determined at the point K where the 
supply of money equals the demand for money If the liquidity pre 
ference curve now rises to L'P/ on account of a rise m the level of 
income to y% the rate of interest rises to r 1 

The Keynesian theory of interest is an improvement ever the 
classical theory in that by introducing the dvnamic concept of the 
role of money namely as “a link between the present and the 
future” and the consequent speculative demand for money, 
Keyn°s emphasises how uncertainty and expectations exert a 
significant influence on the levels of income and employment through 
the rate of interest 1 The classical economists on the other hand by 
abstracting from the function of money as a ‘ store of wealth ’ 
represented interest as a non-monetary phenomenon 

But as Prof Hansen has aptly shown the Keynesian theory 
suffers from the same fundamental flaw as the classical theory The 
Keynesian theory like the classical theory 13 also “indeterminate ’ 2 
To understand this let us revert to Fig 2 In this figure according 
to Keynes when the liquidity preference curve rises to L'P y t the 
rate of interest would also rise to r But as Hansen contends the 
change in the rate of interest cannot be independent of the level of 


1 Kurihara, Introduction to Keynesian Dynamics p 72 

2 Hansen (Tunis to Keynes, p 140 
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income. When the rate of interest rises, investment ■will fall off as 
the level of investment is dependent upon the rate of interest. A 
fall in the level of investment would bring down the level of income 
and a reduction in income implies a decline in liquidity preference so 
that the rate of interest would fall but we do not know by bow 
much it would fall. 

POINTS TO REMEMBER 

1. The fundamental Keynesian criticism of the classical theory is that 
the savings function cannot change independently of the investment 
function. Since the classical theory docs not provide for the change 
in income, it is indeterminate. 

2, The Keynesian theory is also indeterminate because the liquidity 
preference function cannot change independently of the mvestmcet 
{unction. 

SELECT READINGS 

1. Keynes i General Theory, Ch. 14. 

2. Hansen : Guide to Keynes, Ch. 7, pp. 140.141. 

3. Dillard : The Economic e oj Keynes, Ch. 8 (pp. 1C4-1S0, 189-193). 


(t 23. To what extent is it correct to say that the rate 
of interest is a highly psychological phenomenon ? Explain, 
in the light of your answer, why short term rates tend to 
Scctoate more than long term rates of interest. ( Delhi 1959 ) 

“In Keynesian theory the rate of interest is what it is 
because it is not expected to become other than what it is ; if 
it is expected to become other than what it is, there is nothing 
left to tel« us why it is, what it is.” Discuss. (Bombay 1951) 
Ans. According to Keynes, the rate of interest is “a highly 
psychological phenomenon” 1 and plays a significant role ia the 
fluctuations of income and employment in a capitalist system. 

Keynes’ Liquidity Preference Theory of Interest states that 
the rat® of interest is determined by the supply of money o» the 
one hand and the demand for money on the other. As the supply 
of money is given at any point of time (it is determined by the 
hanking system and cannot be created by the public) the rate of-r- 
interest is determined by the liquidity preference or the preference 
of the public to hold wealth in the form of liquid cash to non-Iiquid 
assets like bonds, securities etc. 


J. K*jae«, op. eil.,p. 196. 
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What is the explanation of the phenomenon of liquidity 
preference 5 Why do people demand ready cash in preference to 
income yielding bonds, securities etc ? Here Keynes gives us the 
three broad motives for holding money, namely, transaction motive, 
precautionary motive and speculative motive t 

The transaction motive refers to the desire to hold wealth in 
the form of liquid cash in order to carry on smoothly the day to 
day transactions or as Keynes has put it, “to bridge the interval 
between the receipt of income and its disbursement 1,1 The pre- 
cautionary motive refers to the desire to hold cash in order to be 
able to meet any unforeseen future contingencies like illness, unem- 
ployment etc , without any difficulty The speculative motive is 
by far the most significant one and Keynes regards this as the 
ultimate determinant of interest The speculative demand for 
money means the desire to hold money in order to make a capital 
gam It is possible for people to make capital gains by purchasing 
bonds when their prices are low (» e , when the rate of interest is 
high) and selling them when their prices are high (t e , when the rate 
of interest is low) 

Now the transaction and the precautionary demands for 
money are mainly “a resultant of the general activity of the econo- 
mic system and of the level of money income ’ 1 2 These demands 
ate rather insensitive to changes in the rate of interest The specu- 
lative demand for money, however, belongs to an entirely separate 
category It is irresponsive to changes in the levels of income and 
employment and is highly interest elastic The changes m the 
levels of income and employment are, however, insignificant over a 
short period of time If there is a charge in the rate of interest, 
the cause is to he sought in the speculative demand rather than in 
the transaction and precautionary demands for money That is 
■why Keynes emphasises this as the ultimate determinant of the 
rate of interest 

This speculative demand for money 13 a highly psychological 
factor The speculators hold money * with the object of securing 
profit from knowing better than the market what the future will 
bring forth * 3 This is because of a special Lind of uncertainty 


1 Iveynes op at , p 199 

2 IbuJ.p 170 
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■wealth, e y , liquid cash, bonds, securities, bills of exchange etc. If 
the rate of interest is high, the eost of liquidity is large and people 
would reduce their holdings of wealth in the form of money. If 
the rate of interest is low, the coat of liquidity is small and there- 
fore, people shift from other forms of assets to money. These 
actions reast upon the rate of interest through the demand for 
money function. Similarly if people expect the rate of interest to 
fall, they would give up liquid cash and purchase bonds The rise 
in the demand for bonds would raise the bond price which would 
ultimately affect the rate of interest. 

The short-term rate of interest ia subject to greater fluctua- 
tions than the long-term rate of interest This is because of the 
fact that over a short period, the speculative demand for money, 
as we have seen, changes very widely But over a long period of 
time, expectations of contrary nature cancel themselves out leaving 
very little influence upon the rate of interest That is why the 
long-term rate of interest is relatively stable 1 

POINTS TO REMEMBER 

1. The rate of interest is *'a highly psychological phenomenon” because 
the speculative demand of money which 13 the ultimate determinant 
of interest is a psychological factor. 

2 The speculative demand determines in what form wealth is held, 
the rate of interest depends upon the decisions about the forma m 
which wealth is held. 

3. As the speculative demand for money changes more violently m the 
short period, the short term rate of interest fluctuates to a greater 
extent than the long-term rate of interest 

SELECT READINGS ' 

1 Keynes General Theory, Ch. XV. 

2. Kunhara : Introduction (o Keynesian Dynamics, Ch IV. 

3. Robertson • Mr Keynes and the Rate of Interest in the Readings tn 
the Theory of Income Distribution (A E A) 

4 Lerner, A.P Alternative Formulation of the Theory of Interest . 

5 Harris (ed) New Economics. 


Q, 24 What is the difference between the '‘loanable 
funds” theory and the “liquidity preference” theory of 
interest ? Can you reconcile the two ? 


1. For details see answer to Question No, 14 
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Compare and contrast the ‘'loanable funds” theory of 
Interest and “liquidity preference” theory. Discuss the view 
of Hicks that the dispute between the upholders of the two 
theories is a “sham dispute”. 

Ans. The theory of interest like moat other theories in 
economics has undergone an evolution anti has been the subject of 
controversy, discussion and criticism. Broadly speaking, there are 
two alternative approaches to the theory of interest namely, real 
and monetary. The Waiting or Abstinence theory, the Agio or 
Austrian theory, the classical supply and demand theory are well- 
known instances of the real approach to the theory of interest. 
According to the monetary approach formulated by writers like 
Keynes, Lemer, Hansen and Somers, interest is a purely monetary 
phenomenon and it loses its distinctive characteristic* in a non- 
monetary economy. In the monetary approach there are two 
alternative theories namely the Liquidity Preference Theory and 
the Loanable Funds Theory which, although of quite recent 
origin, have been the subject of a long and acute controversy. 
Referring to this, Hicks has observed in his Value and Capital that 
the controversy has been rather baseless— "a sham dispute”. Al- 
though the two theories are apparently divergent, yet they are the 
same in substance. 

Before giving a verdict as to whether the differences between 
the two theories ace real or imaginary, and which of the two i3 
perferable, it is essential to review the theories first. 

The liquidity preference theory states that the rate of interest 
is the reward for parting with liquid purchasing power, viz , money. 
People want to have money for meeting day-to-day requirements 
(transactionary demand), for meeting the emergencies (precau- 
tionary demand) and for using it m the speculation of securities 
(speculative demand). The first two demands, obviously, depend 
very much upon the income and the standard of living of the 
people and are not very sensitive to change in interest rates, while 
the speculative demand for money really stems from variations in 
Ike rate of interest. For, with changing rate of interest, there 
arises a possibility of earning out of possible changes in the capital 
value of the assets. Thus investment is very sensitive to changes 
' in the rate of interest and accordingly we can have a liquidity pre- 
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ference schedule showing the demand for money at different rates 
of interest and corresponding supply of money Where the two 
schedules intersect, the rate of interest is determined for the time 
being The supply of money, however, may or may not be in- 
fluenced by the changes in the rate of interest as how much money 
to supply is the decision which tho monetary authorities take 

But in the case of loanable funds theory, a single clear cut 
statement is not available Whether loanable funds theory really 
amounts to the same thing as the liquidity preference theory or 
not, therefore, depends upon how we define loanable funds and in 
what context the whole thing is set However, in a general way, 
we say that according to loanable funds theory the interest rate is 
determined by the supply of and demand for loanable funds As 
Lemer puts it, we can have ordinary savings and investment 
schedules showing the values of the variables at different rates of 
interest and also the schedules showing “hoarding” and the supply 
of new money Thus the supply of “credit” or funds available for 
lending would be shown by the savings of the people plus the 
additions to the money supply during that period, while the demand 
for loans would be the demand for investment plus the demand for 
hoarding money Where the two combined schedules balance, the 
rate of interest is determined It can be illustrated geometrically 
also as in Fig 3 

S and I are the ordi 
nary savings and invest 
ment schedules correspond- 
ing to different rates of 
interest L is the curve 
showing the demand for 
hoardings at different rates 
(L curv is sloping down 
wards showing that at 
higher rate of interest hoard 
•nig'wuddi Ve ’mss Veiariuaj 
it costs more to hoard) and 
M curre shows the ad 
ditonal supplies of money. 

Adding the curves S and M, 
and I and L, we get the m'erest rate P*B 
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Here L curve shows positive values for all the rates of tinterea 
and M is a vertical straight line ; it would make no difference to- 
the basic arguments if M changes its shape or L has also some 
negative values. 

It may be seen that the hoarding is equal to savings — lendings 
plus borrowings minus investment. In symbols, hoarding= 
I. But savings=income Y— consumption C, so that 
hoarding=.y-e— 1+6— I=(y+6)-(c-H+I). Thus hoarding is the- 
net change in the amount of money held {because \+6=total 
receipts and c-|-/+I — total money outlays) and since hoarding or 
dishoarding takes place only when there is a change in the rate of 
interest no hoarding (or dishoarding) will take place if the rate of 
interest remains constant for a sufficiently long period. Thus 
within the system envisaged by the loanable funds theory, while 
savings and investment depend upon the level of interest, “hoard- 
ing” depends upon the changes in the rate of interest. 

In the liquidity preference theory we have seen that the 
speculative demand for money 1 depends essentially upon the 
expectations of changes in the rate of interest and now we have seen 
' - hoarding also depends, in a similar way, upon the changes in 
the rate of interest. If, therefore, the two theories are to say 
practically the same thing, the loanable funds theory should e 
converted into one in which savings and investment curves have 
nothing important to say. This attempt was made by Lerner. 
He says that since investment and savings are always equal, there- 
fore, investment and the savings curves coincide and according y 
the rate of interest we get by the intersection of S+AI and L+ 
curves will be the same as that obtained by the intersection of I* 
and M curves. But such an approach has the defect of not taking 
into account the level of income. The loanable funds theory, even 
by recognising the equality of savings and investment, cannot be 
stated to have become identical with the liquidity preference theory 
because the loanable funds theory runs in terms of flow of addi- 
tional money and the demand for hoarding which naturally shou 


I. Since in developed countries tie stock of securities is very grea as 
compared with the transastionary and precautionary demands for money, or a 
practical purposes, transactionary and precautionary demands for money, can © 
neglected whi’e considering the demand of money. 
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(in addition to interest) be a function of the Inti of income also 

Hicks tried to show that the liquidity preference and loanable 
funds theories ar» the same by making use of hie general equilibrium 
analysis Interest is determined, like all other prices, simultaneously 
■with all the other unknown values in the economic system The 
general equilibrium system is solved with the help ol simultaneous 
equations and, therefore, ra the system wo can have one equation 
showing demand for and supply of money and another showing the 
demand for aud supply of loanable funds Mathematically, one 
equation follows from all the others put together and, therefore, if 
we eliminate the money equation, we get the loanable funds theory 
and if we eliminate the loanable funds equation, we get the liquidity 
preference theory Thus to him it is only a ‘sham dispute between 
the monetary theorists 

Although there is hardly any ground for the dispute between 
the advocates of the liquidity preference theory and the loanable 
funds theory and both the theories ultimately lead to the same 
result there are definite grounds on which one theory is preferable 
to the other The liquidity preference theory runs in terms of 
stocks, t c , supply of money m the short run and its demand m the 
short run varying with the expectations of future interest rates 
The loanable funds theory is essentially one of flows, t e , <*0 much 
supply of loanable funds and so much demand for loanable funds 
per period of time Money theorists feel that the stock approach 
is better as far as the rate of interest goes Well, on this account, 
it may not bo so But we can certainly show that the liquidity 
preference theory is preferable on certain other grounds Tl e 
liquidity preference theory draws our attention to tho motives for 
the demand for money and the changes that take place there 
Loanable funds theory 13 weak in this respect Liquidity preference 
theory is a part of the general determinate system as put forth by 
Keynes, while the loanable funds theory has developed in the 
context of partial equilibrium analysis and can, therefore, be a 
square peg m a round hole in the general determinate syatem 

In the case of loanable funds theory, savings and investment 
schedules depend upon the level of interest rate and hoardings j 
respond to changes m the interest rate But since savings^ ard 
investment must always be equal whatever the rate of interest and J 
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the level of income, the relationship between the savings and 
investment and interest rate becomes meaningless. It will be 
obvious from the attempt made by Lerner to reconcile the two 
theories. Since savings and investment are always equal, the same 
result regarding the rate of interest can be obtained from the L and 
M curves and it is, therefore, superfluous to talk of the role of 
savings and investment in the determination of the rate of interest. 
On the other hand, if we eliminate the savings and investment 
schedule from our consideration. We are faced with another diffi- 
culty. Suppose all the savings are lent out and all borrowings are 
invested and no investment takes place by any dishoarding, so that 
hoarding and dishoarding are both zero, then the loanable funds 
theory reduces to the statement that the rate of interest is 
determined by the demand for and supply of savings— the classical 
theory of interest — while we have seen above that savings and 
investment schedules can be left out while considering the determi- 
nation of the rate of interest. In the liquidity preference theory, 
there is no trap, because here savings are supposed to be interest- 
inelastic and the funds for investment are governed by the money 
supply. Savings equate themselves to investment via changes in 
income, and the rate of interest gets ultimately determined by the 
supply of and demand for money. In the Keynesian system we 
have the liquidity preference, the marginal efficiency of capital, 
the marginal propensity to consume and the money supply as the 
ultimate determinants of the economic system and out of these the 
liquidity preference and the money supply determine the rate of 
interest. There is no ambiguity or contradiction involved and 
therefore, we can safely say that it is better to adhere to the 
Keynesian liquidity preference theory rather than be lost in the 
woods of loanable funds theory. 

POINTS TO REMEMBER 

1. Thera have been 'real' theories of interest and monetary theories of 
interest 

2. The distinction between money and loanable funds. 

3. While the liquidity preference theory has a single compact formula- 
tion, the loanable funds theory wavers because of differences in the 
definition of lonable funds. 

4. Briefly, ln the liquidity preference theory, Bupply of money is deter, 

l mtned by the monetary authorities while the demand for money 
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comes from liquidity preference of the people which is due to the 
trail s actionary and speculative motives The speculative motive is 
the most important of those and very sensitive to changes in the 
rate of interest 

5 The supply of loanable funds consists of the savings of the people plus 
the additions to money supply in a given period and the demand for 
loanable funds comes from the investors and those who want to 
hoard the funds The combined curves of the two sides giie ua the 
rate of interest 

d Lemer attempts to say that the two theories are the same by point, 
mg out that since savings equal investment we can eliminate this 
constant quantity from the total supply and demand schedules of the 
loanable funds and still get the same result * e the result that 
intersection of L and M curves would give 

7 Hicks tries to resolve the dispute by making use of his general equili- 

brium analysis 

8 But Hicks fails to bring out the role of the rate of interest in the 
entire mechanism of the economy 

9 The lonable funds theory has the defect that since savings equal 
investment it is superfluous to include these in the demand for and 
supply of loans But if we exclude them and if m actual practice 
demand for and supply of loans coincide with the savings and invest- 
ment where does the theory stand ? 

10 The liquidity preference theory has no such trap because here the 
savings are income elastic and not mteresUelastie and the interest 
determined by the liquid ty preference and the money supply two 
of the four ultimate determinants vtt. liquidity preference raonoy 
supply marginal propensity to consume and marginal efficiency ol 
capital 

SELECT READINGS 

1 Palinkin D Liquidity Preference and the Loanable Funds Stock 

anu Pl-w Analysis Eeonomica 1958 / 

2 Lemer, A P Alternative Formulation of Theory of Interest 
Economic Journal 1938 

3 Klein Keynesian B evolution 

4 Hicks J It Value and Capxlal 

5 Somers Article in Bcadmys % n ilonelar j Theory ( A E A ) 


Q, 25 What are the main considerations which might 
reasonably be advanced as explanations of the relationship 
between short term and long term Interest rates ? 

(London B Sc 1964 

Ans The issue is to investigate what considerations coulc 
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possibly be advanced to explain the relationship between the short- 
term and the long-term rates of interest. The first step would be 
to define what is meant by short-term rates and long-term rates 
of interest. There is really no well defined period which could be 
regarded a 'short-period' and the same applies to the ‘long-period’ 
as well- Both, of these concepts are rather loosely defined by 
certain banking convention. In accordance with the habitual mode 
of thinking in connection with the classification of periods, loans are 
put into three categories (o) short-term, (6) medium-term and (c) long- 
term. 


Short-term loans might extend from ‘call loans’ which could 
be called hack at any time to loans that mature after 3-6 months. 
Medium-loans may range over a period of 2-3 years and the long- 
term ones may extend over any period up to 20-25 years. The 
interest rates obviously vary in accordance with the periods of the 
loans, keeping all other things constant. What needs to be taken 
into account in this connection is the difference made by the time- 
factor and the relationship between the short-term and the long- 
term rates of interest. For instance, if ths short-term rates rise, 
what happens to the long-term rates and why ? If the short-term 
rates register a fall, what happens to the long-term rates and why ? 
If the long term rates ri3e or fall what happens to the short-term 
rates and why 1 In what way are the two connected I This is the 
question to investigate. 

It must be noted in this connection that there are several 
factors in the money-market which influence the structure of th? 
rates of interest. Apart from the duration cf the loans which is the 
only factor that ice have to take into account, there are others 
such as risks, collateral offers, the goodwill of the borrower the 
purpose of borrowing, the risks associated with the investment 
proposed to be undertaken etc. All these other considerations roust 
be taken to remain the same to isolate the impact of time and to 
investigate the relationship between the short-term and the long- 
term loans. If these other factors are themselves affected by the 
time-factor, they cease to be independent variables and hence, they 
too have to be taken into account in so far as they explain the 
relationship between the long-term and the short-term rates of 
interest. 
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Considerations of Liquidity The bankers have to show 
the greatest concern with liquidity This is particularly so in the 
■case of the commercial banks since the depositors can demand their 
deposits back at any time The greater the proportion of demand de 
posits to total deposits, greater has to be the concern for liquidity and 
therefore, the greater the unwillingness to invest funds m long term 
loans The extra ordinary concern for liquidity, which the commer 
■cial banks have to show when the demand deposits dominate, 
creates a scarcity of funds for long term lending During a given 
short period of time, the sum total of loanable funds can be taken 
to be a sort of fixed stock and out of this fixed stock, the greater 
the proportion that is committed to short term loans the smallar 
would be the sum available for long term loans The short term 
rates of interest would be low because of the plenty m supply 
whereas the long term rates would be high because of the general 
scarcity of funds Thus the long term and the short term rates are 
brought mto relationship with each other because of the fact that 
the funds for the two types of loans come from the same stock of 
savings 

Stock Exchanges The existence of stock exchanges reduces 
the illiquidity of the long tarm loans particularly when the loans 
are made in a wise way The stocks and shares in which money is 
invested could be disposed off to realise cash when required This 
is a factor which reduces the gulf between the short term and the 
long term rates of interest But for stock exchanges the long term 
rates would, perhaps, have been much higher than the short term 
rates — much more than what they are today 

Ihe lenders’ earnings The lenders have to calculate the 
net earnings of a given sum of money m two alternative ways 
When money is lent on a purely short term basis the total earnings 
would be the sum of the earnings for different small periods The 
turn over would he higher The credit supplied would perhaps 
be greater When the funds are committed on a long term basis' 
-there would be a restraint on the supply of credit The advantages 
of a high rate of interest would be off set by a better supply of 
credit so far as short term loans are concerned Long term loans 
reduce the capacity to supply credit and hence, the earnings are 
reduced That is how the concern for short term loans raises the 
long term rates 
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Short-term loans and the demand for funds for stock- 
holding. There is a demand for short-term loans mainly on the 
part of traders. Traders who want to buy at a low price and sell 
at a high price have to borrow funds to invest in tbeir stock-hold- 
ings. They have to compare the cost of stock-holdings as determin- 
ed by the short-term rates, rent etc. of the godowns etc. with the 
profit to be made when, the prices rise. When the short' term rates 
fall, there is a great inducement to borrow funds to invest in stock 
holdings. Commodities are purchased and stocked in a large mea- 
sure. The prices rise because of the fall in the effective supply of 
commodities in the market. The opposite happens when the short- 
term rates increaso. The stock holdings become costly, the traders 
arc discouraged from borrowing funds, the supplies in the market 
increase, the prices decline. Thus the tone of the market is set by 
short-term rates of interest. 

The tone of the market and the demand for long-term 
investible funds. It is well-known that the demand for investible 
funds is the outcome of the long-term expectations of the entre- ^ 
preneurs. The expectations are primarily of a psychological nature. 
All the same, their principal basis seems to be the current trends 
in the market. If the current trends are optimistic, the entrepre- 
neurs are enthused to borrow and to invest and on the contrary if the 
current trends are of a pessimistic nature, enthusiasm of the entre- 
preneurs is likely to be dampened. As the demand for long-term 
investment goes up because of the optimism of the entrepreneurs, 
the long-term rate of interest goes up and vice versa , all other things 
remaining equal. In so far as the demand for long-term investible 
funds is governed by the temperament of the entrepreneurs and in 
so far as that temperament is affected by the current trends in the 
market as in turn determined by the short-term rates of interest, 
there would he a connection between the short-term and the long- 
term rates of interest. The short-term rates set the tone of the 
market ; the tone of the market affects the temperament of the 
entrepreneurs and this in turn affects the demand for long term 
investible funds and hence arises the connection between the 
short-term and the long-term rates. A riso in the short-term rates 
would make holding of stocks rather costly, the prices of commo- 
dities would decline and, therefore, the short-term rise in the interest 
rates would bring down the long-term rates and vice versa. This 
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ably affected and the supply of productive resources is sufficiently 
elastic, employment would continue to increase until full employ- 
ment has been reached But there is a force which may pull em 
ployment in the reverse direction If the fall in the rate of interest 
is very significant and is expected to continue for a sufficiently 
long time, the fall m the rate of interest and the consequent 
cheapening of capital may induce entrepreneurs to substitute the 
capital intensive techniques of production in place of the labour- 
intensive ones This tendency will become especially prominent as 
full employment stage is reached and the money wages start rising 
How significant this substitution effect would be or would be opera- 
tive at all, of course, depends upon what the magnitude of interest- 
cost is in the total cost of production 

A cheap money policy affects the foreign trade of the country 
through its influence upon the price level So long as there are 
unutilised resources and unemployed labour, a fall in the rate of 
interest would increase output and employment rather than prices 
But as full employment stage is approached prices would rise 
sharply on account of diminishing returns and the increased bar 
gaming strength of the workers 1 

A rise in prices would have a two fold influence on foreign 
trade In the first place, on account of the rise in the cost of 
production, the exports of the country would fall off Secondly, 
increased money incomes would raise the propensity to import and 
thus imports would increase The net result would be an adverse 
balance of trade 

On the other hand, a fall in the rate of interest would dis 
courage the inflow of foreign capital and the domestic capital 
would tend to flow out where it can obtain a relatively higher rate 
of interest 

POINTS TO REMEMBER 

1 A cheap money policy affects the levels of real income, employment 

and foreign trade through the three independent functions namely — 
Iwpw&Ay fvmctioa, snetbawt tosAteaii wnmunption fmict on 

2 A cheap money policy would increase production bo long as there are 
unutilised productive resources and unemployed labour 

3. If investment reacts favourably to the cheap money policy, employ- 
ment would increase until full employment is reached. 


1. Keynes, General Theory, p. 301. 
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4. A cheap money policy by raising the production costs of our exports 
would generate an adverse balance of trade. 

SELECT READINGS 

1. Keynes : Central Theory, Ch. XXI. 

2. Dillard : The Economic* of J.M. Keynes, Ch. VIII, pp. 182—189. 

3. Somers, H.M. : Monetary Policy and the Theory of Interest in 
Readings in the Theory of Income Distribution (A.E.A.). 


Q,. 30- Discuss the techniques, objectives and limita- 
tions of deficit financing. (Karnalah 1960 ) 

What is ‘deficit financing’ ? Under what conditions and 
to what extent is it justifiable ? (Allahabad 1959 ) 

Are you in favour of resorting to deficit financing to 
promote economic development in India ? What limit would 
yon set to its size ? (Karnalah 1958) 

Ans. Deficit financing, which was once looked upon with 
great horror by the orthodox school of economists, has now made 
an entry into the discussions of the most respectable of learned 
circles. There are Btill some die-hard believers in the virtue of a 
balanced budget uho question the wisdom of resorting to deficit 
financing as a means to promote the economic development of the 
country, in spite of the fact that deficit financing has already been 
employed to finance some of the development schemes under our 
First and Second Five-Year Plans. As against a planned provision 
of deficit financing in the First Plan of Rs. 290 crores, it actually 
came to Rs. 420 crores By the end of the Second Plan, the 
extent of deficit financing was expected to be of the order of 
Rs. 1175 crores. The Third Plan envisaged deficit financing to the 

tune of Rs. 550 crores. 

For purposes of application to our country, deficit financing 
is no longer a matter of mere theoretic or academic importance 
since deductive reasoning in the realm of theory has stood the test 
of practical consequences which have already been brought into 
existence as a result of deficit financing during the First, Second and 
the Third Plans. It is clear that the concept of deficit financing refers 
to expenditure over and above the receipts during a .given period of 
time. ' Thus defined, deficit financing could he practised by the 
state as well as private persons who spend during a certain period 
more than the income of that period. The excess of revenues to 
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mitigate extra expenditure could be found either by drawing upon 
the balances of the past, or by expansion of hank credit or by the 
creation of paper currency when the state desires to practice deficit 
financmg Deficit financing refers to the financing of programmes 
of expenditure out of created money The choice of a particular 
method of deficit financmg would have its own peculiar economic 
consequences and in the context of a developing backward eco- 
nomy, the modus operandi of deficit financing would be as important 
as the magnitude of deficit financmg 

The issues that come up m the context of a developing back- 
ward economy are mainly three— (i) is it desirable to resort to 
deficit financing in order to provide the most urgent smews for 
growth * (t») m case, it he regarded desireahle, what is the safe 
extent to which deficit financmg should be carried 2 (in) what are 
the helpful and the harmful consequences of deficit financmg in a 
country like ours and what are the ways and means which would 
help us m employing deficit financmg Vithout its usual evil 
consequences 2 

It is a fact which hardly needs any emphasis that a developing 
backward economy is badly in need of funds to invest m a variety of 
fields on a large scale so as to initiate the process of the * take off” 
The investment has to be big enough to give a severe jolt to the 
economy out of the vicious circle of underdevelopment With 
extremely low per capita income, and low capacity to save the 
masses of people are practically incapable of providing anything 
but a fraction of the revenues requued for purposes of development. 
For them the question of tightening the belts to release funds for 
investment does not arise at all, in view of the sub normal sub- 
sistence levels of living to which they have been condemned for 
centuries together. There are, of course, great inequalities of 
wealth and income in our country and the urban as well as the 
rural gentry do indulge in a considerable amount of unnecessary 
consumption which does not have any economic function to fulfil 
To the_extent that the state makes bold to inflict a curtailment of 
such consumption by measures of taxation and propagation of the 
ideals of austerity, more and more of resources would be released 
for purposes of investment and correspondingly the need for 
deficit financmg would automatically diminish In the economic 
jargon a thrifty race of people habituated to a life of puritanic 
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austerity or to a high propensity, to save would have more of 
resources of investment. In order to achieve a given speed of 
development, a given quantum of investment has to be undertaken 
within the time limitations and the limitation of real physical 
resources. The planners, therefore, have to find the money from 
the blue, if necessary. The desirability or otherwise of deficit 
financing is to be judged keeping in view the urgency of economic 
development. If one could feel fairly certain that development 
could be effectively achieved with the help of deficit financing, one 
would feel inclined to approve of the maxim that the end justifies 
the means, especially when the means thus employed are not 
expected to have any evil consequences of material importance. If 
enough of savings could be induced and mobilised through normal 
channels such as taxation and borrowings, the need for deficit 
financing would not arise at all. Democratic governments do not 
have the necessary courage to inflict on the people unusually severe 
■ leBt the party in power be dislodged out of authority. 

Since the facts are what they are, we have to see the likely conse- 
quences of deficit financing and examine the possibilities of speeding 
up the growth of the economy out of created money. 

In a purely technical sense, drawings upon the balances of the 
past and borrowings are termed a part of the scheme of deficit , 
financing. If, however, the problem he viewed primarily from the 
economic angle, we see that past balances and current debts have 
in all likeliness created corresponding real savings — excepting the 
debts which are subscribed by the expansion of bank-credits. For 
economic purposes, deficit financing should comprise of created 
money only — created either by the banks which expand credit or 
by the government by printing of legal tender currency. Money 
that is thus brought into existence has to perform its normal func- 
tion of pursuing commodities, unless it be hoarded thus partially 
reducing the severity of the case. When deficit financing is 
undertaken, it is obviously meant for financing certain schemes of 
development such as the sinking of wells, construction of roads, 
creation of buildings for schools, hospitals and offices, buying of 
machinery for farm or factories within the country etc. In every 
case, we find that there is a time gap between the pumping in of 
money into the hands of the people and the fructification of the 
schemes of development. If the extra demand out of created 
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monev be exactly matched by extra supply of the very goods which 
are demanded there need be no fear of inflation As it is, supply 
usually lags behind demand in such a situation in general terms as 
well as in terms of the adjustment of the demand for and the supply 
of specific commodities Normally, therefore, the immediate result 
of deficit financing is a rise in prices especially of those commodities 
which are purchased for development as well as those commodities 
which are purchased by the newly employed The greater the 
time lag the greater the inflationary potential Similarly, the greater 
the maladjustment between the demand for and supply of specific 
commodities the greater would be the use m prices For instance 
deficit financing could be resorted to for financing the production 
of cement and the newly employed workers might demand more 
of food In course of time, the increased production of cement 
would not solve the problem of food shortage This sort of situation 
was sought to be countered in our country through the liberalisation 
of imports of consumer goods in the course of the First Plan Our 
sterling balances which made possible imports without exports of 
corresponding value contributed a good deal to the reduction of 
the inflationary potential In spite of this facility, there did occur 
a rise in prices and inflation bids fair to continue unabated even 
today Ever since the commencement of the First Plan, the rupee 
has depreciated by about 30% Apart from deficit financing there 
ore other causes as well which have been responsible for the rise in 
prices It is, therefore, difficult to isolate the consequences of 
deficit financing alone because of the complexity of the situation 
However it is fairly certain that deficit financing has been an im- 
portant cause of the recent nse in prices 

Applied in a moderate way to specific selected schemes where 
the time lag between investment and fructification is the minimum 
deficit financing can bring about development without the dangers 
of an inflationary potential A proper imports and exports policy 
capable of maintaining the prices of essential goods on even 
level., can also go a long way The imposition of controls on. 
certain commodities as part of an integrated scheme of development 
would also keep deficit financing within the limits of safety What 
is the safe limit depends actually on hiw deficit financing is used 
and how it actually works in practice In our country, it seems 
we have already crossed the limit of safe deficit financing m view 


160 


MONETARY THEORY 


of the enormous rise in prices in recent times. It would be good 
to remember that deficit financing ought to be the medicine of the 
economy and not its daily bread. 

POINTS TO REMEMBER 

1. The problem of financing a deficit. 

2. Meaning of deficit financing — all expenditure of a period over and 
above the income of the period — expenditure of borrowings from 
private individuals and borrowings from the banka or by printing 
of notes. In the economic sense only created money that is spent 
during a period should be called deficit financing. This includes two 
things— -{a) expansion of currency, and (i) expansion of credit. 

3. Likely results — time lag between investment and fructification of 
investment ; rise m price ; inflation because of too much of cur- 
rency ; maladjustment between specific demand and specific supply. 

4. Counteracting measures s Suitable import and export policy ; Selec- 
tion of quick yielding schemes ; imposition of classical controls etc. 

5. Deficit financing should be the medicine and not the daily bread 
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Q,. 31. “Deficit financing can mobilise resources for 
economic development.” Critically evaluate this state- 
ment {Suggested Question ) 

Ans The expression deficit financing as understood in the 
western countries is the operation of meeting the excess of public 
expenditure over current revenue. But in India it has been the 
convention to use the term in the sense that the government meets 
its budget deficit through the sale of securities to the central bank 
or by drawing down its cash balances or by issuing fresh currency. 
This is the definition of deficit financing which was adopted by the 
Planning Commission in the First Five Year Plan. According to 
this definition the receipts from tho sale of securities to the public 
are placed in the budget under '‘capital receipts” and are not 
shown as forming a part of the deficit. Thus, genuine savings are 
clearly distinguished from the deficit. This special connotation 
attached to deficit financing in our country springs from an anxiety 
to separate that part of the deficit which impinges directly upon the 
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aggregate money supply 1 

Deficit financing is a concept of comparatively recent origin 
The Classical economists who believed m Say s Law of Markets 
ruled out the necessity of resorting to deficit financing for the 
promotion of income and employment As the economic system 
according to them was self adjusting in character when given 
sufficient time and the free play of competitive forces a situation 
of unemployment would automatically correct itself through fall in 
wages 

The crisis of the 1930 s however, dealt a severe blow to the 
Classical optimism There was an unprecedented slump in the level 
of economic activity and the phenomenon of involuntary unem 
plojment assumed large dimensions in the capitalist world 

J M Keynes came out with his General Theory of Employment 
Interest and Money in which he advanced the thesis that unemploy 
ment of involuntary character is not due to wage rigidity but defi 
ciency of effective demand and in order to increase the level of 
effective demand consumption or investment or both should be 
increased This can be achieved effectively by having compen 
satory public expenditure and creating a budget deficit An 
increment of deficit financing leads to a multiple increase in income 
through the multiplier process 

The Keynesian principle of deficit financing became imme 
diatelv popular in America and England and even now deficit 
spending is used m America and the European countries as a 
major instrument of policy in times of unemployment and 
depression 

The use of deficit financing as an instrument of mobilising 
resources for economic development is of still more recent ori'un 
The very fact that there is large volume of surplus labour m the 
underdeveloped economies indicates the role of deficit financing 
in generating income and productive capacity Almost all the 
underdeveloped countries of the world which have m recent 
Vrnres resorted Vo "p'lanmng ior economic development ’have “been 
using deficit financing as an instrument to finance planned economic 
development 


1 Dasgupta A K. Defic t Financ ng and Inflation Economic WeelJv 
Annual 1957 y 
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The case for deficit financing as a device to finance economic 
development in the underdeveloped countries rests upon the weak- 
ness of the weapons of taxation and public borrowing. 

The efficacy of the weapon of taxation in an underdeveloped 
economy is severely restricted firstly on account of the existence of 
a vast non-monetised sector. Secondly, as the standard of living 
of the majority of population is extremely low, the imposition of a 
heavy rate of taxation is undesirable for both economic and politi- 
cal reasons. Thirdly, n heavy tax system tends to discourage the 
undertaking of risk and enterprise so scarce and so essential for eco- 
nomic growth in an underdeveloped country. 

The usefulness of the method of public borrowing is likewise 
limited on account of the low capacity to save. Whatever savings 
are made are mostly hoarded in the form of idle cash balances, 
gold, ornaments and jewellery 1 . The scope of borrowing is further 
narrowed down by the absence of a well-organised money market 
which is essential for the success of a borrowing scheme. Deficit 
mg, on the other hand, immediately makes available to the 
overnment enough of resources which can be utilised for produc- 
tive investment. 

The instrument of deficit financing has, however, certain 
serious limitations in an underdeveloped economy and, if carried 
too far, it can jeopardise the entire foundation of the economy. 

The success of the weapon of deficit financing depends upon 
the smooth operation of the multiplier mechanism The multiplier 
is based upon the fundamental assumptions that there is enough of 
excess capacity in the capital equipment and that there is involun- 
tary unemployment which implies the scope for a cut in wages . 2 
But in a typical underdeveloped country characterised as it is by 
scarcity of capital the excess capacity in capital equipment as 
limited, if not non-existent. This means that when the supply of 
money is increased through deficit financing, it immediately 
becomes disposable income and generates demand for goods, 
particularly consumption goods. But on account of the lack of 


1. United Nations, Measure of Economic Development of the Under- 
developed Countries, p. 37. 

2. Rao, V.K.R.V., Investment, Income and the Multiplier in the Under- 
developed Economy, Indian Economic Journal, February 1952. 
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excess capacity in capital equipment and scarcity of tools and im- 
plements, output cannot be immediately increased The increased 
demand thus outstrips supply and generates inflationary pressure 
The absence of involuntary unemployment reinforces the inflation- 
ary pressure The type of unemployment -which is characteristic of 
an underdeveloped country is “disguiBed unemployment” and not 
involuntary unemployment Under conditions of involuntary un- 
employment, the labourers, being under a money illusion, aie prepar 
ed to accept a cut in real wages consequent upon a rise m the 
prices of consumption goods But in the underdeveloped country 
the level of real wages, even in the urban sector, not to talk of the 
rural sector, is about the minimum necessary for physical existence 
so that whenever the real wages fall on account of the rise in the 
prices of consumption goods, the money wages tend to be raised 
through strikes, demonstrations etc The rise in wages raises the 
industrial costs and thus a vicious spiral of inflation begins 

Some economists have however, suggested in recent times 
the use of deficit financing for the deliberate generation of inflation 
A mild degree of inflation can accelerate tbe pace of economic 
growth in an underdeveloped country by promoting capital forma, 
tion As the prices of consumable goods rise, the wages and 
salaries tend to lag behind on account of tbe natural inertia of the 
‘•contract incomes” to move in response to changing prices The 
consequent fall in real wages increases profits which has a two fold 
effect on capital formation In the first place, increase m profits 
has a stimulating effect upon the incentive to invest Secondly, the 
share of profits increases relatively to that of wages and salaries 
which implies, in effect, a redistribution of income in favour of the 
class whose marginal propensity to save is higher than that of the 
wage and salary earning class which increases savings for 
investment 

POINTS TO REMEMBER 

1 The term “deficit financing implies, in the plain sense of the term, 
the financing of tbe deficit budget through the creation of new 
money. 

2 The case for deficit financing in an underdeveloped economy lies in 
that tax revenue is relatively small and the scope for public borrow- 
ing is limited 

3 The theory of deficit financing has certain serious limitations in an 
underdeveloped economy On account of the absence of excess 
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capacity in the capital equipment and the shortage of skilled labour, 
tools, and implements, deficit financing leads to an increase in pric^ 
let el rather than an increase in output or real income, 
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Q, 32. Work out a simple -economic model so as to 
bring out the relationship between investment and the dis- 
tribution of income. What would be the significance of a 
budget deficit in your model ? ( Delhi 1964 ) 

Ans. The first task to be undertaken is the construction of 
a simple economic model to bring out the relationship between 
investment and the distribution of income and the s econd, to ana- 
lyse the consequences of a budget deficit Again, from the view-point 
of distribution of income, we have to make a start with certain 
assumptions about the sort of economy that we have in mind. 
Investment, that we desire to take into account may be being done 
either in a communistic or a capitalistic economy and if it is a 
capitalistic framework on the basi9 of which our analysis is to be 
done, investment may refer to investment in the public or the 
private sectors of the economy or to both, in certain proportions 
as in a mixed economy. If it is a communistic economy that we 
have in mind, the pattern of distribution of income may not exhibit 
any direct links with investment unless it be through the impact of 
investment on the size of the national income and hence, on the 
pattern of distribution. Again, there is the task of defining what 
investment we take into account since investment can refer to 
investment that is already done or to investment which takes place 
afresh at the margin, as a sort of addition to the economic struc- 
ture that already exists. Unless we define clearly what sort of 
• economy we have in mind and what investment we refer to, it 
would be difficult to analyse the relationship between investment 
and distribution. The simplest model would be that of a com- 
munist economy in which non-wage sources of income are virtually 
1 abolished and hence, the pattern of distribution is determined 
mainly by two forces— {a) wage differences, and (b) the division of 
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the national income as between consumption and mvestible savings 
A third factor to be considered is the nature of investment whose 
consequences are proposed to be examined 

It is well known that the time taken by investment projects 
to come to fruition depends on tbe type of projects that are under 
taken If moat of the investment is done in heavy industries 1 ho 
rail lines iron and steel locomotive manufacturing construction 
of major harbours building up of national highways etc o lot of 
time will have to pass before these projects go into production 
In the early stages real national income will Hot rise excepting by 
way of a little extra supplies of consumers goods in response to- 
the increasing demand generated by tbe new streams of wage 
income resulting from additional employment opportunities This 
v ould be true on the assumption investment clears away a bit of 
pre existing unemployment If no unemployment is there to clear as 
when additional investment takes place when the economy is 
already working at the level of full employment additional invest 
ment may not create additional employment There would only 
be reshuffling of the distribution of labour force as between diffe 
rent industries If investment is being done mairly for capital 
construction as usually happens in the early stages of economic- 
growth during the period of a preparation for the take off the net 
addition to the real income of the economy would be smaller than 
the addition made to capital equipment In a communist economy 
in which large scale investment is being done for capital construe 
tion in the early stages of growth the income generated is likely 
to be spread over a large size of the labour force since more of 
them would be working and there would be no corresponding 
increase m the national income Tor some years every one will 
have to suffer a smaller real income Distribution becomes fairer 
and hence the higl er wage earners also suffer a cut m their income 
Everyone has to make a sacrifice fot development and the distn 
bution of the burden of sacrifice m society depends on the wage- 
differences that are allowed to exist The burden of sacrifice falls 
mainly on the unskilled workers and the non communist workers 
if anj who are deliberately made to suffer This however is only 
a short term phenomenon In course of time when enough of 
capital accumulates and the production processes become more and 
more capital intensive there would bo a remarkable increase in 
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the productivity of labour, the size of the national income would 
increase, the supply of all sorts of commodities would increase 
and every one would receive a greater share of the national 
income. A general rise in real wages even in a communist society 
would not be feasible unless there is a big improvement in the 
national income. One can be fairly certain that over a long period 
of time continued investment in a communist society is almost sure 
to bring about a better distribution of income. The problems of 
a capitalist society arising out of private ownership of the means 
of production and private enterprise just do not exist in a com- 
munist society. The problem of distribution there is the problem 
of narrowing wage-differences. 

In a free economy, however, the problem is rather compli- 
ated. The impact of investment on distribution is not so simple. 
All the factors are free to seek the best of reward under the 
conditions of a free economy. Factor rewards are determined by 
their relative scarcity in the market in relation to their demand. 
The highest rev ard goes to those factor or factors that are most 
inelastic in supply and are most demanded in the market. To 
understand the impact of investment on the distribution of income, 
it is essential to analyse the impact of investment on the relative 
demand for different factors of production in the given conditions 
of their supply. The demand created by investment gets divided 
as between factors in different proportions on the basis of the 
techniques employed Demand for certain factors may shoot up 
all of a sudden because of the increase in investment and if the 
supply of the factor concerned is not elastic enough to meet the 
demand, the prices would increase. The sudden spurt in demand 
brought about by investment creates a sort of rental income to the 
scarce factors over and above their normal earnings. In the 
underdeveloped countries like India, investment on a large scale 
immediately creates a demand for land, capital, finance, electricity, 
transportation etc., and it is known that all these services are 
rather scarce in supply. Excepting for unskilled labour all other 
things are scarce in supply and hence, the prices of non-labour 
factors increase immediately in response to the increase in demand. 
Consequently, investment exerts an upward pressure on rent, 
interest and profit whereas wages lag behind. The lag of wages 
is inevitable because of the almost inexhaustible supply of labour 
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m the labour market The increase in the demand for labour does 
not cause a rise in the wage-level as there is no scarcity of labour 
m the market The distribution of income is thus heavily tilted 
m favour of the rentier classes including the skilled workers like 
engineers and other technicians Investment results in a further 
aggravation of inequalities in the early stages of development 
because of the persistent stagnation of wages as against a possible 
increase in the reward for other factors of production Investment 
hits adversely particularly the old permanent employees who 
would have continued m permanent employment in any case and 
would have had the benefit of higher real wages but for the infla 
tionary pressure in the economy The benefit of investment 
accrues to the working class as a whole by way of a reduction in 
the total volume of unemployment because of the great increase in 
employment opportunities caused by investments This is parti 
cularly so, when the techniques employed are labour intensive 
in character The individual worker suffers but the working class 
as a whole gains when there is a large scale investment m any 
backward economy in the early stages of growth The suffering 
of the individual workers is expeqted to be temporary In course 
of time, as the economy moves on to higher stages of development 
the inelasticity in the supply of wage goods tends to disappear 
wage goods become cheaper and the real wages of the workers 
increase The impact of investment on the distribution of income 
could be analysed on a long term as well as short term basis In 
the short run, the very fact of investment tells the story of a big 
curtailment of consumption in order to release resources in favour 
of investment and this curtailment of consumption invariably falls 
on the working classes regardless of whether it is capitalistic or 
a communistic society It is the capitalists that tyrannise over the 
workers in a capitalist society whereas it is the communist party 
bosses that oppress over the workers in a communist society In 
any case, there is no justice in distribution in the process of 
investment Investment, however, results in the creation of capital 
which in turn increases the productivity of labour Real wages 
of the workers as a whole can remain at a high level only if the 
productivity of labour is so high that the economy can afford to pay 
high wages 

Marx contended that in a capitalist society continued invest 
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ment leads only to the enrichment of the capitalist classes and it 
would never be of any benefit to the workers. Continued invest- 
ment brings about accumulation of capital and as more and more 
of equipment is drawn into production, the workers become 
increasingly superfluous. Unemployment increases. With the 
increase in unemployment, the bargaining strength of the workers 
Buffers a setback. The wage rates decline. This is the Marxist 
theory of increasing accumulation of capital in the hands of an 
ever decreasing minority. The gulf between the capitalists and the 
workers keeps on increasing as a result of a continuous exploitation 
of workers. Investment becomes the instrument to exploit the 
workers more and more as time passes. Inequalities keep on 
increasing. The workers of the past who congeal their labour in 
the form of investment displace the workers of the future. This is 
the capitalist machination of settirg the workers against the workers. 

The theory is not supported by any empirical evidence. The 
experience of countries in which a good deal of investment has 
taken place over the last two hundred years goes to show that the 
impact of investment on the distribution of income when a suffi- 
cient time is allowed to pass, is good for all the classes. The 
workers too share the benefits of a prosperous economy as in the 
U S.A The greater the investment, the better are the chances for all. 

This impact of deficit financing on the distribution of income 
5s to be seen through the effect of deficit financing on prices. It is 
widely accepted that deficit financing must lead to the generation 
of inflationary pressures in the economy. Inflation hits hard 
particularly those groups in society that are faced with stagnant 
incomes in the face of rising prices. Inflation invariably aggravates 
inequalities in the distribution of income Over a long period, 
however, increased investment i* likely to benefit the whole society. - 
POINTS TO REMEMBER 

1. The issue ia to explore the relationship between investment and the 
distribution of income, particularly if investment is done through 
deficit financing. 

2. Much depends on the sort of the economy that we take into account. 
It may be a capitalistic or a communistic economy and in a capital- 
istic economy, investment may be done either in the private or the 
public sector, 

3. In a communist economy, investment in the early Btages affects 
adversely the general mass of workers since they are required to 
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curtail their consumption in favour of investment over a certain 
period of time More of investment leads to better production and 
benefits all. 

4 In a free economy, th,e benefit of investment accrues in the first 
instance to the scarce factors like land, capital and enterprise and 
not to the workers 

E The workers suffer because wages lag behind the prices. The preva- 
lence of unemployment on a large scale comes in the way of 
general nee in wages 

6. The Marxists hold that investment leads to capital accumulation 
which in turn leads to displacement of labour Investment benefit 
only the capitalists The workers grow poorer. 

7 Marxist theory is not supported by facts In course of time, the 
benefit of investment accrues to all 
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Q, 33 Does deficit financing inevitably lead to znfla 
tion in a developing economy ? (Venkateswara 1960) 

Discus s the technique, objectives and limitations of 
deficit financing ( Karnatal 1960) 

Examine the proposition that the government deficit 
gives' a more or less accurate measure of the inflationary 
impact of fiscal operations ( Bombay 1960) 

Do you think deficit financing under the Second Five 
Year plan has resulted in an inflationary situation in India ? 
Briefly outline a policy of financing economic development ‘I 
■without inflation (Gujarat I960) I 

“Deficit financing is inflationary ” How far is this 
'eorne out'ny recent experience in'intfia ? (Madras 1959) 

Discuss critically how far the methods of financing the 
last war were responsible for the post war rise in prices 
lndii * {Calcutta 1958) 

Ans Deficit financing alludes to the financing of govern- 
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mental schemes of expenditure out of created money, because the 
size of expenditure for a given period is not fully covered by the 
total amount of revenue received. The government might draw 
upon the past savings or borrow from the central bank and in 
either case the excess of expenditure over receipts is called deficit 
financing. In times of emergency like a war or in the context of 
urgent development schemes which the government hopes to fulfil 
on a war-footing, the public authorities might decide to use their 
currency-powers to create legal tender for financing a plan of ex- 
penditure. This is termed deficit financing. 

Deficit financing was largely resorted to finance the last war 
and is currently being employed in our country to finance the 
Five Year Plans. During the Second World War, India was in- 
volved on behalf of Britain and the then British Government in 
India, which was financing war supplies purchased on behalf of 
Britain and her allies. The question, however, was how to find 
the necessary resources to finance purchases on an enormously 
large scale. In fact, the payment was to be made by the Govern- 
ment of Britain and not by the Government of India. The British 
Government, however, was paying sterling to the credit of India 
in the Bank of England and that is how there accumulated what is 
known as sterling balances. The Government of India issued 
currency on a large Beale against the security of sterling balances 
and used this money for financing the requirement of the troops 
stationed in India. The value of notes in circulation in the year 
1938-39 was Rs. 182 crores, and at the close of the war, t c , in the 
year 1945.46, it shot np to Rs. 1163 crores. Credit expansion for 
the same period rose from Rs 116 crores in 1938-39 to Rs. 301 
crores in 1946-46. During the period of war, prices kept on 
rising and between the beginning and the close of the war the 
general index of prices rose by nearly 150%. {Base 1939=100, 
1945-46=245.) 

Because of the concomitant variation in the volume and 
value of currency and credit, and the general level of prices, both 
in the same direction, the rise in prices is ascribed to deficit financ- 
ing due to tie causal’ rei’atibnsm'p between tie two amf ft nr iwif 
that deficit financing leads to the generation of inflationary pres- 
sures in the economy. It is true that a great part of the rise in 
prices is directly ascribable to the consequences of deficit financing 
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— too much of money pursuing too few of goods bringing about a 
rise in the prices of commodities or a fall m the value of money 
The war time rise m prices could not, however, be said to have 
been caused solely due to deficit financing There are other cir 
cumstances contingent to a war which may be responsible to a 
considerable extent for the i^e in prices Even when the volume 
and value of currency remains the same, their might be felt a 
relative scarcity of goods when demand rises because of the acti 
visation of idle resources During a war period when there is a 
large scale diversion of men and material from civilian productive 
purposes to the prosecution of a war there is a natural fall in 
supplies and demand rises much faster than the supplies do — in 
fact, demand rising and supply falling, there is a strong tendency 
for the prices to rise because of forces operating on both the sides 
War disrupts international trade and when foreign supplies of 
capital and consumption goods are cut off as during the Second 
War the tendency for the prices to rise is reinforced further 
Even the supplies from indigenous industries cannot be continued 
as on the pre war bans because of a shortage of raw material and 
capital equipment War gives use to immense speculation and 
^ hoarding and disrupts the system of transportation in the country 
' leading to a maldistribution of goods in space and time and henco 
causing a steep rise in prices The spirit of profiteering mles 
supreme and every manufacturer and trader looks forward to 
amassing a huge fortune out of war, before it is too late i There 
might be a crash and a debacle when the war comes to a close 
Therefore, everyone must make hay while the sun shines The 
government tried to hold prices in check by imposing controls on 
the essential commodities The market forces of demand and supply 
exploded the legal barriers, resulting m the coming into existence 
of thriving black markets 

We see, therefore, that the rise in prices in the post war years 
was due, to some extent, to deficit financing during the war though 
this was by no means unimportant The other causes were as 
important as deficit financing The war time rise m prices was 
carried forward because of unsatisfied pent up demand during the 
i ’to* time and because of other post war developments which carried 
7 the war generated tendencies still further 

Tbs end of the war in August 1945 did not bring about an 
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•end of inflationary conditions. Far from it, the general index of 
•prices continued to rise. Taking the base year 1939 as J 00, the 
general index stood at 275 in 1946*47, 308 in 1947*48, 376 in 
1948*49, 410 in 1950-51 and reached the peak of 435 in 1951-52 
because of the outbreak of the Korean war in June 1950. The 
Indian currency was devalued in 1949. The Korean war which 
induced stock-piling in many countries played a very important 
role in bringing about a rise in prices in the post-war years. With 
the end of the Korean war, relaxation of import controls and 
raising of the bank rate etc., brought down the index from 462 in 
April 1951 to 397 in March 1952. 

The post-Korean war rise in prices in our country has 
not been of a serious order. On the whole the rise in prices between 
1952 and 1955 was less than 5%. But because of the development 
investment of the First Plan, the general index again rose to 414 in 
the year 1956-57. A fall m production due to natural calamities, 
the economic consequences of partition and the growing adversity 
of the balance of trade, all combined in forcing a rise in prices, 
because of a fall in indigenous supplies and the need for cutting 
down of imports. As against a planned deficit of Rs. 299 crores 
during the First Five-Year Plan the actual deficit had been of the 
order of Rs. 420 crores. By the end of the Second Plan, the deficit 
in the government budget was expected to be of the order of 
Rs. 1290 crores. The expansion in the volume and value of cur- 
rency and credit is continuing unabated and hence, there should 
be nothing surprising if the prices continue to keep on rising 

Deficit financing for development purposes need not, in fact, 
be as inflationary as deficit financing to wage a war, particularly 
when deficit financing is employed to finance quick- yielding 
schemes of development. What actually brings about a rise in 
prices is the running of demand much ahead of the supplies, be- 
cause of the time-lag between investment and its fructification. 
The tendencies for the prices to rise can he held effectively in 
check by reducing the gestation period. Financing the develop- 
ment of small handicrafts and consumers’ goods industries or-> 
financing the development of agriculture by way of distribution of 
better seeds, implements and fertilisers or small irrigation works 
etc., would, in all probablity, not add to the inflationary pressures. 
In cases such as these, the supply of commodities is likely to follow 
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close on the heels of the creation of demand, hocauso of raoro v 
money in the hands of the people There is, however, the po«si 
bility of a discrepancy between the typo of domand and tin 
type of supplies, resulting jn the rise of prices of particulai 
commodities 

On the bfl*us of the experience of many an economy, \usdon 
would demand application of methods of deficit financing with a! 
caution and with certain limitations as required by the spooifio oir 
cumstances of a given economy. Deficit financing would bo justifies 
only under unavoidable circumstances and only when the advaiN 
ages to be derived from deficit financing far outweigh the dis 
advantages During a period of war, for instance, deficit financing 
becomes inevitable due to the exigencies of a national calamit' 
and, therefore despite the serious disturbances caused to the cco 
nomy by too much of money, tho nation has to resort to dofici 
financing Deficit financing has to be justified from tho angh 
of maximum social advantage It is now recognised that tho uso o 
deficit financing as an instrument to promote tho economic dovo 
lopment of a country is far moro justified than tho financing of t 
war because the anti social consequences of deficit financing can hi 
undone in a short time, when the fruits of development start flow| 
ing m the market Moreover, controlled deficit financing coulc 
be applied only to selected schemes which are expected to fructify 
within the shortest possible time A vigilant government can ecj 
control the imports and exports the supply ol basic commoditio*- 
in the internal markets, the prices of wage goods etc , as tej 
minimise the anti social consequences of deficit financing It is 
however only a medicine and not the daily broad 

POINTS TO REMEMBER < 

1 Definition of deficit financing — usually it refers to tho financing o 
excess of expenditure over current receipts of tho government 
through created money 

2 Credit-expansion for financing purposes is also partly deficit flnnn 
cing in tho private sector 

3 "The exigencies of a war and the need for revenues , accumulation of 

sterling balances and the expansion of Indian currency on it! 
basis 

4 Tho variation m the general index of pnee during tho war 

5 Deficit financing and other war tune circumstances, responsible for 
a rise in prices 

6 The post-war rise m prices due to— pent np demand, partition of 
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the country, the Korean war, natural calamities etc. 

7, Deficit financing during the_First and the Second Pians. 

8, Conclusion : Selected and limited deficit financing alone is available* 

SELECT READINGS 

1. Bbargava, R.N. : The Theory and WorLing o/ Union Finance in India , 
Ch. X (Allen and Unwin). 

2. Lakdawala, D.T. : Taxation and the Flan, Ch. 1. 


Q,. 34. Discuss the character and phases of inflation 
in an economy which is experiencing rapid economic growth. 

(Calcutta 1961) 

Ans. An economy which is experiencing rapid economic 
growth is generally accompanied by inflationary pressures due to 
certain unavoidable reasons. Inflation is a situation of an economy 
in which the rise in the money-income of individuals runs much 
faster than the rise in the net national output resulting in the 
generation of a visible excess of demand for goods and services as 
gainst the available supplies at the market prices of the com • 

1 iities concerned. The excess of demand over supply exerts a 
* pressure on the prices which keep on rising because of 
the disequilibrium between the demand for and the supply of 
commodities. It is needless to point out that the prices can be. 
have the way they do only if there is a free market in which the 
buyers and sellers are under no restriction, either legal or other- 
wise, to express their preferences as freely as possible. The exist- 
ence of inflation is itself a manifestation of the free market forces 
that move in the direction of bringing demand and supply in 
state of equilibrium. If this be the nature of inflation, it naturally 
follows that in a rapidly growing economy demand for goods and 
services has a strong tendency to run ahead of the possible supplies 
at the rate at which demand, is rising. Income elasticity of demand 
is much too great in comparison with the price-elasticity of sup- 
plies due to certain hurdles in the path of improvement of supplies. 
The issue to examine, therefore, is, what is the explanation for 
the excess of demand over supplies in the early stages of the 
growth of an economy. Growth of demand being an outcome 
of the grown money incomes ahead of the growth of real income 
it follows that in a rapidly growing economy, the money incomes 
of the individuals have a strong tendency to outpace the growth 
of the real income. The precise issue that, therefore, emerges is 
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why money incomes evince a strong tendency to move ahead of 
the real income of the community m a rapidly growing economy 

The reasons for the rise of money incomes of individuals m 
excess of the possible increases in the output of goods and services 
are not far to seek m the context of rapid economic development 
m a free economy Economic development takes the form of a 
growing volume of investment year after year and the greater the 
rapidity of growth, the greater would be the volume of investment 
since growth is the outcome of investment Investment in the 
conditions of a growing backward economy is generally done with 
the object of capital creation in the sense that investment is under- 
taken m the first instance to produce the means of production In- 
vestment has to be done to construct buildings, roads, dams, canals, 
wells to buy machinery and essential raw materials from the more 
advanced economies and to create the necessary fundamental 
means of production Investment is nothing but spending huge 
sums to buy the necessary factors of production for capital cons 
traction In a growing economy the factor incomes are bound 
to record a rapid rise because of the growing demand for the 
factors of production which go into investment 

A rise m the factor incomes is the same thing as a rise in the 
income of the landlords wage earners, financiers and the business- 
men So the result of a rise in the incomes of the various factors 
of production is a rise m the demand for goods and services since 
the income earners would like to spend a part of their income on 
consumable goods and services This is particularly true of the 
wage earners In a rapidly growing economy, tha demand for 
labour for all sorts of jobs is bound to record a rise As an eco* 
nomy reaches the higher stage of growth the process of growth 
should generally be accompanied b> a reduction m unemployment 
Even if this does not happen in practice due to the rapidity in the 
increase of the labour force in the economy, the volume of employ 
ment in a rapidly growing economy is bound to record a tre 
nrexruhas increase uhu’er employment ana’ unemployment in 
disguise would also decline More and more of purchasing power 
comes to be acquired by the wage earners along with the other 
groups in society 

A rise m the purchasing power of the wage earners as a whole 
»s accompanied by a rise in the demand for wage goods whereas a 
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ri*e In the income of the already better off people in the economy 
s accompanied by a rise in demand for comforts and luxuries. 
There i3 a sudden spurt in demand on account of a rapid rise in 
the purchasing power of the people. Supplies are not elastic 
snough to meet the sudden rise in demand. There are bottlenecks 
to cross to improve the supplies. Sometimes the hurdles are too 
many and, therefore, in spite of the great rise in demand, supplies 
fail to keep pace. The result is nothing hnt a rise m prices due to 
.he extensive pull of demand All prices rise in sympathy resulting 
n a general inflationary situation 

Investment which lies at the root of the genesis of the pheno* 
nenon of inflation in a rapidly growing economy is aI*o the 
source of anti-inflationary forces since investment by definition is 
meant for producing the means of production The means of pro* 
luction that come into existence because of investment would 
urther go into production to produce goods and services either by 
vay of an increased output of further means of production or by 
vay of increased output of consumption goods The lag between 
^vestment and the coming into production of investment done is 
* a as the gestation period. The time lag depends on the 
- of investment. Generally, the smaller a certain investment 
iroject, the shorter would be the time-lag between investment and 
ructification of investment and the bigger the investment scheme 
he longer is likely to be the time required to bring the investment 
« completion. Investment cannot go into production unless it 
s brought to a state of completion. The sooner the completion 
»f the investment-projects the faster would be the increase in real 
tutput and rice tersa. If inflation of a serious type is to be avoided 
he investment projects have to be completed as rapidly as pos- 
ible so that the output of goods and services whose demand 
ecords a rise is made to grow as rapidly as possible to meet the rise 
a demand. 

i In a rapidly growing economy, the demand for necessaries 
U likely to he of great importance. In the early stages of growth 
a a backward economy even the basic necessities like food, cloth- 

:een satisfied. A major part of the income of the hulk of the 
leople is likely to be spent on agricultural commodities and as 
‘loney-income records a rapid rise, the demand for agricultural 
t 
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commodities is likely to increase m the first phase of development 
As the economy moves on to higher stages of development the 
demand for industrial commodities also would rise with the satis- 
faction of the basic necessaries Agricultural production does not, 
however, rise as fast as industrial production and, therefore, in the 
first phase of development the prices of agricultural commodities 
are likely to rise rather rapidly Industrial commodities would al«o* 
he in short supply in the early stages, though as development gams 
momentum, the supply of industrial commodities shows a goods 
elasticity 

Inflation cannot, however, be a lasting phenomenon in a- 
rapidly growing economy The very rapidity of grouth would 
bring into existence additional production capacity and as the 
economy moves on to higher stages of growth the supply or goods 
and services is bound to increase with an increase in the supply of 
goods and services The prices cannot keep on rising indefinitely 
Industrial production records a rapid rise and with the growth of 
industries, agriculture also gets modernised Agricultural output 
also increases 

As the economy advances further the capacity to save mcreas 
ea Tbo need for deficit financing which is so great in the early 
stages of growth disappears and hence, there is no further mtensi 
fication of the inflationary pressures In the early stages of growth 
on which a good deal of deficit financing is usually practised, 
money incomes rise very fast whereas at later advanced stages real 
incomes rise faster conntcracting inflationary pressures in the 
economy Some inflation seems unavoidable if rapid economic 
development is to be achieved, especially when there is a huge 
private sector m the economy Development itself is the remedy 
to inflation 

POINTS TO REMEMBER 

1 Id flat ion 13 quite common to economies which experience rapid 
economic development 

2 Inflation. t)m& situation. oC an. wsiot-j w. 'r.hjch, tfcie stowtn uf vtmtoy- 

incomes of individuals swelled faster than the stieam of real income.. 

3 The consequence is a rise m demand far in excess of the possible 
increase in the supply of goods and services. 

4 In a rapidly growing economy, the stream of money incomes sewlJv 
very fast because of large scale investment specially when it 13 don& 
through deficit financing 
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5. Investments take some time to come to completion. Supplies do not 
increase immediately. The greater the time the greater is inflation. 

6. Development itself is the remedy for inflation. 


Q,. 35- Compare the problems of Developmental 
Finance with those of War Finance. How far is it possible 
to use the methods of raising large sums for fighting a war 
to finance economic development ? ( Bombay 1957) 

Ans. It is often said that economic development which 
necessitates mobilisation and investment of enormous sums is a 
phenomenon which well stands in comparison with the feverish 
preparation for a war and the lightning quickness with which exe- 
cutive decisions are made by the generals in charge of fighting 
the enemies. For oar purpose, the point at issue is a comparison 
between the ways and means of financing a war and the methods 
of financing large scale economic development. It is clear per se 
that both the situations make a heavy demand on men and 
resources on a scale unprecedented excepting in a comparable 
situation in the past There has to be a deflection of labour and 
capital from their normal employment to satisfy civilian needs 
the production of war material in the case of a war and to 
the fulfilment of development targets when a country 13 planning 
for large-scale economic development. Short of conscription and 
commandeering of resources the state has to pay the ruling market 
price for all the purchases of labour and equipment. There is con- 
sequently an enormous increase in the budgets of the government. 
The first point of comparison between war finance and development 
finance is the enormous increase m the expenditure of the 
community as a whole, be it on governmental account 
or on private account. War is solely a responsibility of the state 
and hence the increase in expenditure characterising the prepara- 
tion for and the execution of a war is almost wholly on govern- 
mental account excepting for the multiplier effect arising out of 
additional employment and incomes Development expenditure 
need not, however, be solely on governmental account. Far from 
it, a major part of expenditure for development is likely to be in 
the private sector under a democratic plan of development. Pre- 
suming that the government is required to initiate and sustain the 
process of economic development entirely on it3 own account 
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because of the lack of adequate private enterprise, the comparison 
between war finance and development finance would come closer 
still Where the state is wholly or mainly responsible either for a 
war or for development, the question that naturally comes to our 
mmd is why should the same agency be not equally good or bad 
for a given purpose t If the government can successfully finance the 
measures for a war why not successfully the measures of economic 
development * The relevant questions that come to our mind m 
this connection are, what ate the normal means and methods of 
financing a war and to what extent are these methods plausible of 
employment for financing the schemes of economic development ? 
If the two situations be totally identical, every conceivable measure 
of financing a war could equally be used for financing the schemes 
of development. In case the two situations differ m regard to 
certain aspects, there would be a difference m the means and 
methods of financing 

It is a well known fact that war imposes additional burdens 
of taxation on the belligerent countries and their allies Tho 
burden of taxation is not only pushed to the limits of taxable 
capacity but sometimes people are forced to cut down their normal 
consumption in order to release resources for financing the war 
It can be argued by analogy, that the same measures could be 
resorted to even for purpose of financing development planning 
Resources have to be released for consumption m favour of invest- 
ment. There is actually no rea°on why people should not be 
prepared to bear the burden of extra taxes in order to provide the 
sinews for development In fact the same compulsion could be 
applied as in a uar There is likely, however, to be a basic differ- 
ence m the approach to a war as distinguished from the approach 
to the process of economic development The heat, tension and 
excitement generated by a war along with the patriotic fervour 
when the country’s honour is at stake would generate a passionate 
sense of responsibility in every individual citizen and rouse him to 
samfkfe. vmhzi iuyg, yn wi-iw \-o-wra war 'flv 

could expect, therefore, a great readiness on the part of the 
community to accept voluntarily the burden of additional taxation 
to finance the war If the same passion could be roused about 
economic development, perhaps, people would not mind bearing 
additional burden of taxation It is doubtful, however whether 
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a war psychosis coaid be roused about schemes of development, 
especially in the conditions of an under-developed country wherfr 
people are used to poverty for ages together and hence, do not 
react to the schemes of development with the expected fermenta- 
tion or feelings. Additional taxes in fact provoke reactions unhelp- 
ful to development. 1 We see, therefore, that the comparison bet- 
ween uar finance and development finance is useful within certain 
limitations. Whereas a war is expected to continue for a short 
period and the whole community is prepared psychologically for all 
possible exigencies, economic development is likely to be a prolong- 
ed affair spread over decades. One can have a full sight of the 
warmt o victory in a war but the fruits of development may not 
accrue immediately to the community as a whole. Development, 
y its very nature starts in strategic sectors and then gradually 
spreads to the economy as a whole. The first to benefit by deve. 
opment are those who find additional employment and new 
markets and these would be only a small part of the whole com- 
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sort Debts create assets which yield a regular income out of the 
proceeds of which payment of interest and repayment of principal 
could easily he made Raising debt resources for financing 
schemes of development appears to be easier than for financing a 
.war unless passion about a war works miracle to the contrary The 
government may have some hesitation in raising money by loans 
to finance a war in view of the burden of repayment but no such 
apprehensions need be there in the case of a plan of economic 
development The loans pay their own way if they be properly 
utilised for productive purposes There is likely to be greater 
readiness on the part of external agencies to provide loans for 
financing schemes of development rather than financing a war 
This however would be falsified in the case of rnal political 
ideologies the allies of which are likely to receive all possible aid 
including large scale gifts because of political reasons On purely 
economic considerations war debts should be unpopular whereas 
development loans ought to be popular 

A The next comparison between war finance and developmental 
finance is the recourse to deficit financing in either of the cases 
It is now a matter of common understanding that government do 
add to currency circulation out of created money in order to 
finance a war For financing selected schemes of development 
which would fructify within the shortest time deficit financing is 
advocated Deficit financing to pay for a war is bo md to generate 
high inflationary pressures which cannot be counter acted by m 
creased supply of commodities but for purposes of development 
it is possible to devise countervailing safety valves m order to 
reduce the seventy of too much of money pursu ng too little of 
goods and services Deficit financing for development is much 
safer than deficit financing for a war 

With all comparisons it seems destruction finance is basically 
d fferent from construction finance A comparison between the 
Wo is instructive but also brings to light the fact that development 
ffcance should be easier if reason prevails over emotions Un 
fortunately passions and emotions rule supreme during a war but 
recede to the background when one thinks of economic develop 
ment How fine would it bo if development could rouse the same 
feelings as a war 1 
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POINTS TO REMEMBER 

1. Both war and development necessitate large Beale expenditure. 

2. War is solely a responsibility of the government whereas develop- 
ment is a responsibility of the people as a whole. 

3. Where development proceeds on a centrally planned basis, there if/ 
is no difference between the two, 

4. How do governments raise their resources to finance a war and how 
far can wo employ the same measures to finance development ? 

5. The burden of additional taxation, loans, deficit financing. 

6. Destruction-finance and construction-finance. 

SELECT READINGS 

1, Keynes, 3. M. : How to Pay for ike War. 

2, Lewis, W. : Theory of Economic Growth, 

3, Agarwala and Singh : Economice of Under-development. 


0_ 36. Discuss the nature of the relationship between 

profits and investment in capitalist economies. {Delhi 1962) 

Ans. It is essential to pinpoint the central features of a 
capitalist economy in order to understand and appreciate the moti-^ 
vation for investment. A capitalist economy, in contradistinction 
to a socialist one, could be well characterised, if not completely 
defined, in terms of the ownership and operation of the means of 
production. Moat of the means of production in a capitalist 
economy are owned and operated by private enterprise for private 
profit, excepting for public utilities and important key industries of 
strategic military importance, tbe ownership and operation of 
which vests in the state. The ownership of the bulk of the means 
of production in land and capital must remain with the private 
entrepreneurs if at all any economy is to be called a capitalist 
economy. 

Owners of tbe means of production are at liberty to employ 
the producers’ goods at their command for any purpose, not pro- 
hibited by law. There is almost an unrestrained area of freedom 
for the utilisation of the means entirely according to the desire of 
the owners. There is, what is known as, the freedom of occupation. 
Workers can take up any occupation which gives them the best of\ 
advantages in terms of remuneration and the conditions of work 
Land-owners are free to put their land to any use in accordance 
with their own calculus of their maximum gain Persons with 
savings at their disposal are free either to hold them idle in the 
form of unutilised hoardings or convert the same into any other 
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form of asset according as they think best for themselves Similarly 
entrepreneurs are at liberty to engage themselves m any occupation 
which they regard best for themselves on economic as well as non 
economic grounds Liberty along with private ownership is a- 
basic feature of the capitalistic order 
„ Another feature of a capitalist economy is the existence of 
'I rational self interest which guides the direction of the movement 
of the various factors of production into different occupations 
The factors of production in a capitalist economy generally tend 
to move into those occupations which bring the maximum of 
economic gam in terms of rent, wages interest and profit There is 
ruthless struggle and competition for the capture of the best of 
markets The guide to production is the expected rate of returns 
which in turn is determined by the expenditure pattern of the 
people Those who command the greatest amount of money 
exercise the greatest weightage over the pattern of expenditure and 
hence they are the most important determinants of the decisions 
to produce What to produce and how much to produce has to 
be decided on the basis of the expected rate of profits which is 
determined solely by the nature of the market for the commodity 
in question The objective guide to production is the expected gam 
out of a given piece of economic behaviour 

Given these three basic features of a capitalist economy, we 
have to examine the relationship between profits and investment 
There is a mutual cause and effect relationship between the volume 
of profits and the volume of investment Over a certain span of 
time this mutuality works itself out m terms of the influence of the 
volume of profits on the volume of savings in the economy and 
therefore the volume of investment the volume of investment m 
turn determines the strength of the flow of income given the 
flow of income the marginal propensity to consume in conjunction 
with the marginal propensity to save and invest would determine 
the nature and strength of aggregate effective demand that deter 
mines the general level of prices and hence the marginal efficiency 
of capital or the rate of returns on a given piece of investment 
- The capitalistic mode of production is such that it has to guide 
itself on the basis of the anticipated price for the commodities m 
a future market as against the expected cost of production The 
producers have to compare the factor pnce3 which determine the 
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nature of the co3t of production and the expected prices for the 
end-products which a certain combination of factors help3 them to 
undertake the production of the commodities for sale. The 
producers in other words have to compare their own purchase 
prices as against the sale prices which they expect to get. The 
guide to production and, hence, the guide to investment is thty ' 
expected rate of profits or the marginal efficiency of capital. The 
Keynesian school of thought assigns decisive importance to the 
prevailing rate of interest along with the marginal efficiency of 
capital with a view to find out the worthwhileness or otherwise of 
investment. Should the rate of expected returns or the marginal 
efficiency of capital be lower than the prevailing rate of interest, 
the entrepreneurs would, perhaps, not find it worth their while to 
undertake investment because they con as well earn a certain income 
by way of interest and avoid, in the bargain, the adventures of an 
undependable market. The entrepreneurs would deem it worth- 
while to undertake investment only if the expected marginal 
efficiency of capital is higher than the prevailing rate of interest. 
Here we get a connection between profits and investment via tly-i 
rate of interest , but the trouble as usual is that the rate of interest 
itself 19 greatly influenced by the demand for investible funds os 
determined by the dictates of the investment market The situation 
•that emerges is one of mutual interaction between marginal 
efficiency of capital and the rate of interest, and it is rather difficult 
to say which is the cause and which is the effect. In fact both 
might be greatly influenced by certa'Q non-economic factors Buch as 
the spontaneous optimism or pessimism of the entrepreneurs which 
it is extremely difficult to examine in terms of a purely economic 
calculus In fact, it is pointed out by Keynes himself that the 
expectations of the entrepreneurs are not necessarily built upon any 
rational foundation. 

The human mind is moved to a tremendous adventure on a 
complexity of psychological factors of which the role of expected 
prices might be rather insignificant, especially, when one is taking 
into account the prices likely to prevail in a distant future market^ 
The present trends, of course, have a disproportionately heavy 1 
influence in so far there is tendency to project the present into 
the future. It must, however, be remembered that the calculus 
About the future, even about the near future, say about five years 
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hence is highly unpredictable in character and the assumptions that 
actuate the motivation for investment are far too many to be 
merely economic The primary motivation is obviously economic 
optimism but this temperament which is conducive to investment 
is hardly measurable in concrete economic quantities The 
motivation for innovation may have its roots in a complex soeio 
psychological environment as pointed out by Max Weber in his 
Protestant Ethics and Spirit of Capitalism Religion and the Rise 
of Capitalism by Tawney as well points out sharply the role of 
non economic factors m the motivational patterns of the entrepre 
neurial classes When we purport to examine the connection 
between profits and investment we have to take into account 
primarily the expected rate of profits as a determinant of investment 
and here we note that the expected rate of profits is greatly 
influenced by the current rate of profits as determined by the present 
prices The interest rate derives its importance as an alternative to 
the adventures of investment but in all likelihood it is the rate of 
investment which should determine the demand for mvestible funds 
and hence the rate of interest Both investment as well as interest 
are likely to be determined by the volume of enterprise in the 
economy as determined by the socio psychological cum political 
factors 

As against the expected rate of profits which sets the tone of 
the temp p rament of the entrepreneurial classes the actual profits 
determine the ability to save and hence the ability to invest It is 
well know n that most of the savings of the communities come out 
of the profit income of the entrepreneurial classes As a class the 
entrepreneurs endeavour to earn the maximum and spend the 
minimum— at least m the initial stages of growth - and the surplus 
which they expropriate is ploughed back into investment If the 
volume of profits be limited because of the high prices of the 
non organisational factors of production there is likely to be a 
dissipation of the mvestible surplus in the consumption expenditure 
of the income receivers other than the entrepreneurs Consump 
tion expenditure can provide a stimulus to investment or increased 
production only at advanced stage of development In the 
backward economies the limitation to investment is set by the poor 
capacity to save The expected rate of profit also is not encourag 
,ng because of the low purchasing power of the people at large 
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There develops, therefore, a vicious circle of low* profits and low: 
investment in a major segment of the economy. Should the cla»3 
that earns high profits be swayed by pleasurable fancies, profits 
are likely to be squandered mu^h to the detriment of the volume of 
investment. 

POINTS TO REMEMBER 

1. It u essential to pin-point the silient features cf a capitalist economy 
in order to understand the relationship betwesn profit and mvest- 

2. A capitalist economy is characterised by private ownership and 
operation of the bulk of the means of production and freedom cf 
choice ■with regard to occupation and consumption. 

3. A capitalist economy is guided primarily by rational ee]f-intere>t. 
The market plays a vital role in terms cf its influence on the entire 
tone of the economy. 

4. There is a two way cause and effect relationship between profit and 

investment if we consider a certain span of time — profit 
being the causa of investment and vice versa. 

5. The Keynesian school of thought holds that the alternative to invest- 

ment in 'business is to hold investible lunds in "hanks which give a 
certain rate of interest. There would bo an incentive to invest on 'y 
if the marginal efficiency of capital is greater than the prevailing 
rate cf interest. 

6. Expectations play a vital role in determining the volume of invest- 
ment and expectations are nothing but profit possibilities. Invest- 
ment is thus governed by expected profile. 

7. Prefits constitute the mam source of smews for investment, since 
the Other forms of income have a basic tendency to be consumed 
away. Investment in turn creates incomes which support prices 
and profits. 

SELECT READINGS 
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Q. 37. Show bow and to ■what extent jaonetary policy 
can be used to promote economic development- 

(Allahabad 19G0 ) 

Critically examine the role and limitations of mone- 
tary policy in a developing underdeveloped economy. 

(Settled Question) 

Ans. The term “underdeveloped” country refers to 
backward or poor country with a low level of per cflptla real income 
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“under equipped with capital m relation to its population and natural 
resources ’ 1 

Although the chronic backwardness of an underdeveloped 
country cannot be traced to any single factor, it is recognised at 
all hands that by far the most important factor holding up the 
pace of economic development in an underdeveloped countiy 1 a 
the low rate of capital formation The rate of capital formation - 
in underdeveloped countries like India, Ceylon, Malaya, Thailand, 
Indonesia etc , varies from 3 — 6% of the national income as com 
pared to 15 — 18% m the advanced industrial countries like the UK, 
USA etc * The meaning of capital formation i» that ' society 
does not apply whole of its current productive activity to the needs 
and desires of immediate consumption, but directs a part of it to 
the making of capital goods ” 3 In a sense, the rate of capital 
formation is the same as what is meant by the rate of investment 
If the low rate of capital formation is the cause of underdevelop 
ment, it) logically follows that the remedy for poverty is to step up 
the rate of capital formation for which it is essential that savings, 
should be increased The scope of monetary policy m the planned 
economic development of an underdeveloped country has to be 
judged in this broad perspective To the extent monetary policy 
is capable of influencing savings and investment, it can contribute to 
economic development 

It should he noted at the very outset that the scope of mone 
tary policy is extremely limited on account of certain structural 
characteristics of an underdeveloped country In the first plncfr 
there is a vast non monetised sector where the changes m tb& 
quantity of money or rate of interest do not have any influence 
upon the nature and level of economic activity Secondly, the 
proportion of credit to money in the monetised sector is very low 
Nearly 70% of money m circulation is currency and only 25 30 % 
is credit This seriously limits the role of monetary policy Thirdlj 
a monetary policy presupposes the existence of a ' developed * 
money market vhich is conspicuous by its absence m an under 


1 Nurkse Problem.! of Capital Formation *n ’Underdeveloped Ccvntnea* 

P 1. 

2 Slejr and Baldwin, Economic Deielopment, p 304 

3 Nurkse, Op at , p, 2. 



173 


MONET A-RY THEORY 


developed country. In an underdeveloped country we usually come 
across “undeveloped” money markets. 

By "undeveloped” money market, we mean a market having the 
fo 1 2 lowing characteristics 1 : 

1. An undeveloped money market lacks a highly organised 
banking system. 

2. It is not composed of specialised sub-markets like bill 
market, bond market, call-loans market, etc. 

3. The extent of integration between the different sub- 
markets is comparatively small. There are sub-markets which often 
occupy important positions, but which are not connected with or 
influenced by the banking system. The sub-markets cannot there- 
fore, be effectively controlled by the banking policy. For example, 
the Indian money market consists of two parts, namely, the 
“indigenous” and the “advanced” and the two have not been pro- 
perly co-ordinated. 

4. On account of various types of rigidities and bottlenecks 
which hamper the mobility of capital funds an undeveloped money 
market is rather insensitive to the impact of international influences. 

On account of these factors, the efficiency of monetary policy 
is extremely limited in an underdeveloped country. But this is not 
to deny the significance of an active monetary policy in the pro- 
grr mme of planned economic development. 

The massive problem of economic backwardness in an 
underdeveloped country cannot possibly be tackled by mere 
monetary manipulation for its economic development is held up by 
the real factors rather than by the monetary factors.* But monetary 
policy can be a considerable support to a policy of planned-econo- 
mic development “by influencing the supply and use of credit 
combating inflation, and maintaining balance of payment equili- 
brium.” 3 In the first place, there is utter need in a developing 
underdeveloped economy of extending the sphere of the monetised 
sector. This can be done by the establishment and extension 
of hanking and financial institutions. Secondly, as private capital is 


1. Sen, S.H., Central Banking in Underdeveloped Money Markets, Ch. 1. 

2. N. C. Ray, Ro'e of Monetary Policy in Underdeveloped Countries, 
Economic Affaire, 1960. 

3. Meir and Baldwin, Op. cit., p. 391. 
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extremely shy in the initial stages of economic development, the 
maintenance of a cheap money policy is essential for encouraging 
private investment. Thirdly, economic development is inevitably 
accompanied by a certain degree of inflation -which may jeopardise 
the whole economy unless controlled by suitable monetary policy 
Lastly, economic development also imposes strains upon the 
balance of payments of the country which can also be managed to 
some extent by an appropriate monetary policy Thus although 
the efficacy of monetary policy is restricted on account of the 
existence of an undeveloped money market, still monetary policy 
has undoubtedly an active role to play in a Echeme of planned 
economic development 

Now the question arises, what should be the goal or goals of 
monetary policy * 

The traditional goals of monetary policy have been the stabi 
hty of exchange rates and the stability of prices The exchange 
stability as a goal of monetary policy was associated with the Gold 
Standard But after the breakdown of the Gold Standard, price 
stability took the place of exchange stability Stabilisation of the 
general price level was regarded as the supreme objective of the 
monetary policy during the great depression of the 1930’s But 
neither exchange stability nor price stability appears to be an 
appropriate goal of monetary policy in an underdeveloped country 

As most of the countries of the world are members of the 
IMF, fluctuating exchange rates do not pose any serious problem 
Under the IMF arrangement exchange stability can be taken 
for granted The goal of price stability appears to be more appro 
priate for developed country where the fundamental problem is 
economic stabilisation In an underdeveloped economy where the 
basic problem is economic growth, a slowly rising price level would 
be more suitable as it would have a favourable impact upon the 
private incentives to invest It has also been suggested by »ome 
economists that a mild inflation by compulsorily cutting down 
consumptions creates “forced savings’* which can be utilised for 
purpo o es of investment 1 

The stability of interest rates al'o does not appeal as an 


1 Bernstein and Patel, Inflation in Relation to Economic Development 
IMF Staff Papers Oct 1953 
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appropriate goal of monetary policy in an underdeveloped 
economy. In fact, some have made out a case for maintaining 
a high rate of interest m a developing economy. 1 2 A high rate of 
interest would, it is argued, restrict the allocation of sea rce capital 
only among the most productive sectors and thus eliminate the 
wasteful use of scarce resources. It would also serve as an effective 
anti-inflationary measure by restricting undesirable investment and 
stimulating saving. The case for a high interest rate policy, 
however, does not hear close scrutiny. 1 It is true that a high rate 
of interest may succeed in controlling inflation through its restric- 
tive effect on all forces of investment. But it is hardly desirable for 
an underdeveloped country and rapid economic growth to resort to 
a general restriction on investment for checking inflation. A more 
effective method of controlling investment in undesirable directions 
would be to resort to direct controls and control over capital 
issues So far as the weapons of monetary policy are concerned 
the "selection” or “qualitative” methods rather than the rate of 
interest method of credit control are much better suited to under- 
developed countries. They can he so devised as to ensure reasonable 
control over investment without producing any adverse effect on 
investment in desirable channels Similarly, the argument regard- 
ing savings can be summarily disposed of. Savings depend upon the 
capacity to save and the facilities for saving rather than upon the 
rate of interest and as such specialised financial institutions should 
be set up for mobilising the savings. The only case that may be 
conceded to a high rate of interest policy relates to its employment 
as a shock tactics. When speculation in goods and securities 
becomes ripe and gets beyond control by other means, the rate of 
interest may be employed for pricking the bubble s 

Thus a high rate of interest cannot be a general goal of 
monetary policy. On the contrary, there 13 a sound case for main- 
taining a low rate of interest which has stimulating effect upon 
employment and income through increased investment . 

The optimum employment or in other words full employment 


1. Kay, N.C., Op. cit., p. 164. 

2. Poddar, A.K., Monetary Policy in a Developing Economy, Yojana , 
June 26,1960. 
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is the most appropriate goal of monetary policy for an under- 
developed country Since increasing employment 13 associated 
with the rising income and capital formation, this objective does 
not require any explanation An underdeveloped country is charac- 
terised by a large volume of “diguised unemployment ’ 1 The 
volume of digui«ed unemployment constitutes in some countries 
40 60% of the total labour force engaged in agriculture 2 The pre- 
ssure of this large surplus population on land seriously affects agricul- 
tural productivity and thereby holds up the development of other 
sectors Under such circumstances the provision of gainful employ- 
ment to the surplus hands becomes a policy of critical importance 
What is more significant to note, the disguised unemployed instead 
of becoming a liability are, as Prof Nurkse contends, a source 
of capital formation 3 Thus stepping up of the level of employment 
is a highly desirable goal of monetary policy But it ought to be 
noted that a monetary policy cannot influence the level of employ- 
ment directly, but only indirectly through savings and investment 
POINTS TO REMEMBER 

1 The scope of monetary policy is rather limited in an underdeveloped 
country on account of (a) the existence of a vast non monetised 
sector (b) the low proportion of credit to money, (c) the under- 
developed nature of the market 

2 But in spite of those limitations, an active monetary policy is 
essential for the smooth functioning of a developing underdeveloped 
economy As active monetary policy is useful for (i) the extension 
of the sphere of the monetised sector (u) encouraging private 
investment, (m) fighting inflationary pressure, and (tu) correcting 
disequilibrium in the balance of payments 

3 As regards the goal of monetary policy exchange stability is guaran- 
teed by the monetary arrangements under the IMF The goal of 
puce stability is more appropriate for the advanced industrial 
countries a mild inflationary policy would be more conducive to 
economic growth Optimum or full employment is the most 
desirable goal of monetary policy for an underdeveloped country 
but the influence of monetary policy on employment is only indirect 
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Q,. 38. “Money is a leading species of a large genus ; 
hence monetary policy, in order to be effective, must deal 
with the whole range of liquid assets. (Poona 1865) 

Monetary policy should seek to control nothing less 
than the state of liquidity of the whole economy. Discuss. 

( Poona 1965) 

Ans. Monetary policy is a policy of regulating the prices and 
other economic activities of the country through the regulation of 
the supply of money, use of money and the rate of interest Tradi- 
tionally the monetary policy has been linked with the central 
banking actions. However, regarding the efficacy of monetary 
policy there have been doubts and have boon so expressed at various 
times. In 1959, the report of the Radcliffe Committee advanced 
certain views, which made a landmark in the history of monetary 
policy and its theory. As a result we'find a picture which is different 
from the one we had been taught to believe regarding the process 
of the working of the monetary weapons and their resultant effects 
i the economy. 

Monetary policy, as explained above, in its traditional sense, 
means the regulation of the money supply since it is the money 
supply which is supposed to provide the purchasing power m the 
market Purchasing power, in its fluid form, may he called money 
Money is fully liquid and has the quality of being a claim in general 
upon goods and services. The claim may be exercised at any time 
and in any manner. An asset, which has to he accepted in the pay- 
ment of a debt, when it is offered, is full money Similarly any 
other asset, which hv the consent of the people, may he generally 
acceptable in the discharge of debts will be money — probably just a 
shade less than the legal tender currency. With the development 
of banking it was recognised that bank notes and hank deposits were 
acquiring the qualities of full money very rapidly. Further, it was 
realised that bank deposits were created, and were in some way limi- 
ted by the legal tender available to the banks. The availability of 
cash to the banks was termed the liquidity of the banks and hence 
■ was thought that to control the creation of this non-currency 
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money m the economy, the liquidity of the banks was to be cont- 
rolled 

The point to be noted here is that other assets which might 
act as money were ignored The monetary policy was to be used 
only for the regulation of currency and the bank money But now 
the ideas have changed The aim now is to control the creation 
of liquidity as a whole in the economy and not only the credit 
creation by the banks Let us see in a little greater detail the con 
cept of liquidity because it is on the basis of this concept that the 
new ideas of monetary policy arc to stand 

Liquidity may be defined as the power of an asset to get con- 
verted into another asset by means of exchange Since ultimately 
all economic assets are to some extent or other exchangeable with 
other assets, the liquidity of an asset is to be judged by the quickness 
and ease with which an asset can get converted into another Clearly 
almost every asset has liquidity to some extent or other 
Currency has the highest liquidity and 13 full money The point is 
that an increase m liquidity may he through addition to the liquid 
assets as such or by the increment in liquidity of exisitmg assets 
By whatever means there is an addition to the overall liquidity in 
the economy, there will be a pressure on demand and the prices will 
tend to rise 

We can add the changes that this concept would be implying 
for the theory of the rate of interest Keynes had given ns the ana- 
lysis of the effects of changes in interest rates on the basis of a given 
total of liquidity in the economy His view was that all the assets 
may conveniently be classified in terni3 of money, securities and 
commodities Keynes felt that changes in interest rates had two 
effects — (1) an influence on the investment and (2) an influence on 
the holdings of the savings of the community in the form of assets of 
varying liquidity The shifts in the liquidity preference and the 
shifts in the availability of liquid assets would change the interest 
rates till the desire to hold various assets available becomes equal to 
their supply The Radchffe Committee on the other hand empha 
sised that the concept of liquidity would force us to take mto 
account not only the banking but also the non banking institutions 
which are capable of creating liquid assets or which can make 
existing assets more liquid. They point out that we should neither 
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consider liquidity, as only consisting of actual availability of 
cash plus bank deposit nor should we assume that the total liquidity 
of the economy is fixed. We should rather view liquidity as the 
accession to and not the actual supply of cash by various potential 
spenders whose decisions to spend are determined not by actual 
availability of cash but on what they think about their possi- 
bility oflaying hands upon. The Committee says : “While the cost 
of borrowing money can only affect total demand directly in a limi- 
ted manner,. ....monetary authorities may bring to bear another in- 
fluence which can be altogether more pre-emptory. This is the 
availability of funds to borrowers through particular channels.” 
(Para 387) “If, on the other hand, the money is already there, the 
decision is uninhibited by such financial considerations.” (Para 387) 
"Though we do not regard the supply of money as an unimportant 
quantity, we view it as only part of wider structure of liquidity in the 
economy. It is the whole liquidity position that is relevant to spend- 
ing decisions A decision to spend depends not simply on whether 

the spender has cash or "money in the bank” .There is the 

alternative of raising funds either by selling an asset or by borrowing ; 
and the prospect of a cash flow from future sales of a product both 
•encourages commitments beyond immediately available cash and 
make brrowing easier. The ease with which money can be raised 
depends, on the one hand, upon the composition of the spender's 
assets and on his borrowing power, and on the other hand, upon 
the methods, moods and resources of financial institutions and other 
•firms which are prepared (on terms) to finance other people’s 

spending ” (Para 389) “The decision to spend thus depends 

upon liquidity in the broad sense, not npon immediate access to the 

money spending is not limited by the amount of money in 

existence, but it is related to the amount of money people think they 
can get hold of, whether by receipts of income (for instance from 
sales), or by disposal of capital assets, or by borrowing”. (Para 390) 
Thus we may say that there is a growing independence from 
the necessity of borrowing from the banks. The expectations that 
particular assets can be converted into cash or can be used for 
payments when the time for payment comes, or borrowings can be 
had from non-banking institutions, will make the traditional mone- 
tary policy ineffective. And the important point to be noted is that 
these other sources may not be fully dependent upon the availability 
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•of cash to the banks Probably the non banking institutions may be 
more potent in providing a financial basis for sustaining demand m 
the economy Such a power of finance may be called with Mrs 
Joan Robinson the power of self finance The actual effect of this 
power on the demand pattern will depend upon its quantity and 
its distribution pattern between different holders 

If the demand is being created by certain expansionary forces 
in the economy and the liquidity is making it possible for that 
demand to exercise itself, then raising the interest rate may not help 
in its reduction Interest cost is just one of the many influences 
which investors or spenders will be thinking of Much more impor- 
tant perhaps will be the general feeling that there is a seller’s market 
It is very doubtful that a businessman would be much deterred in his 
activities by an increase of 1% m the rate of interest when he is ex- 
pecting, «ay, a 5% rise in the prices due to increasing demand Here, 
then, it is not the monetary policy which will be sufficiently effective , 
comprehensive controls of investments and capital issues will 
be required to check demand But this will not be monetary 
policy , this will be the non monetary portion of the economic policy 
of the State 

If, on the other hand, the increased liquidity is itself causing 
more of demand then we should take steps to stop the increase in this 
liquidity The Report points out that we may strike at the balance 
sheets of the various financial institutions by changing the total 
structure of interest rates which will affect the capital value of their 
financial assets and thus force them to act in the desired way It 
was on the basis of these considerations that the Committee insists 
upon the structure of interest rates rather than some notion of the 
‘supply of money’ as the centre piece of monetary action 

Thus it follows, that as far as monetary policy goes, it ceases 
to be fully effective with the development of more and more non 
banking financial institutions which deal in assets of various liquidity 
and which help in the emergence of new liquid assets and new 
methods of finance in the form of trade documents, consumer’s 
credit, the hire purchase system and so on, it is necessary for us to 
shift from regulating only the money supply to the icgulation of the 
liquidity as a whole Moreover, the Bow of demand cannot be re 
gulated simply through monetary measures and changes m interest 
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rates. Monetary policy has to be supplemented by management of 
the non-banking financial institutions in various manners. 

POINTS TO REMEMBER 

1. Monetary policy was traditionally linked with the regulation of 
currency and hank money only. 

2. But since the publication of the Report of the Radchffe Committee 
the scene has changed. 

3. The old meaning of money has been modified to stand for the power 
of liquidity and command in the market. 

4. Thus every asset may bo able to act as money to some extent. 

6, The creation of purchasing power 13 also thus not limited to the 
monetary authorities and the banks. 

6. There may be a change in the purchasing power simply by a change 
in the liquidity of the assets, or an addition to the liquid assets. 
Some financial institutions may undertake the task of making less 
liquid assets more liquid. The potential purchasing power m the 
eoonomy may thus go up. 

7. Rate of interest would not be the only factor which goes to influence 
the overall liquidity of the market. Benee to control the demand 
in the economy, the need is to regulate the creation of the total 
liquidity in the economy and its distribution between the potential 
spenders. Just tbs control of bank money or just the manipulation 
of interest rate would not be sufficient. 
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Q,. 39. Outline the main considerations which should 
be borne in mind when a government is choosing between a 
policy of devaluation and one of using import restrictions 
(whether tariffs or quotas) in order to deal with balance of 
payment difficulties. ( London B Sc. 1964) 

Ans. When a country is presistently confronted with the 
problem of an unfavourable balance of trade, the government has 
to adopt certain measures to correct the imbalance. The credit of 
the country abroad would be at stake when the debts to the 
foreigners cannot be paid off in time. The matter is rather serious 
and has to be remedied in whatever way possible. Balance of 
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payments difficulties ari«e out of the fact that exports fall «hort of 
the imports The excess of imports over the exports would be the 
debts which the importers owe to the exporters from abroad When 
balance of payments difficulties persist over a period of tune* 
' debts keep on accumulating and the sellers from abroad may start 
doubting the ability of the debtors to repay the debts Credit 
purchases from abroad become increasingly difficult The govern 
ments of the debtor countries are forced to find out the causes 
that account for the balance of payments difficulties and adopt 
appropriate remedial measures 

Why should a country import persistently much more than 
what it is capable of exporting * The demand for exports must be 
very very strong and the capacity to export must be rather weak in 
comparison with the demand for imports It is well known that 
exports pay for imports There are two things which have to be 
taken into account m this connection the quantity of physical 
imports as against the quantity of physical exports and again the 
^ prices of the commodities imported as against the prices of the 
commodities exported When a country runs into balance of 
payments difficulties it may be because the volume of imports is 
very much larger than the volume o c exports or it may be because 
the import prices are rather high in comparison with the export 
prices The prices of imports as well as exports would be deter 
mined by the forces of competition in the world markets If 
imports consist of commodities with less of competition and if 
exports consist of commodities with more of competition, the 
import prices would be rather high in comparison w ith the export 
prices and the result would be an unfavourable balance of trade 

This sort of a situation can be remedied either by augmenting 
the volume of exports or by realising better prices for the commo 
dities that are exported or by curtailing the volume of imports or 
by securing reduced prices for the imports Any one or more of 
these remedies could be combined to correct the imbalance on 
the external account 

l One wav is to curtail imports Imports could be curtailed 
in two ways The government could impose heavy tariff duties on 
such of the imports as are regarded non essential The government 
has to appoint a committee of experts to determine what imports 
are absolutely essential to the growth of the economy and whafc 
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imports could be dispensed with without spelling any danger to 
the growth. The latter kind of imports could be subject to heavy 
import duties so that the prices of imported commodities would rise 
to the extent of inducing a big fall in their demand. The danger 
in this connection is that the countries thus affected may undertake 
retaliatory measures. The exports from the country which is 
trying to restrict imports by imposing heavy duties on them may be 
subject to the same treatment. 

Another way to restrict imports is to impose physical controls 
on the quantities of the commodities which would be permitted. 
The commodities allowed could be imported only up to the limits 
of the quotas fixed by the state. No excess of imports above the 
limits would be permitted. In this case as well there is every danger 
of retaliatory measures being undertaken by the countries that are 
adversely affected by the fixation of quotas. Similar quotas may 
be fixed for exports from the country concerned and hence, the 
measures undertaken may not serve any useful purpose. 

One of the possible reasons accounting for the fall in the Jk 
value of exports is the fall in the volume owing to the excessively 
high prices which a country is charging. If there i3 a general 
inflation raging within the country, the domestic market is to 
compete with the external market for the same commodities. If 
the producers find the internal market to be fairly remunerative, 
there is no reason why they should not raise the export-prices as 
well and the result would be a fall in demand on account of the 
rise in prices. In such a case, the buyers from outside may not 
have much of an inducement to buy. They may look for other 
.alternative markets and in that case, the countries that are keen 
to maintain their export markets have to give some inducement to 
the buyers to continue to buy. 

Devaluation is a remedy for the reluctance of the buyers from 
outside to buy their usual commodities from a country that is passing 
through a period of inflation. To devalue is to offer more of the 
currency of one country for a unit of the currency of another ' 
country. II at a certain point of time, the exchange ratio 'between 
the dollar and the rupee stands at Rs. 5=$I and if the government 
of India decides to offer Rs. 6=$1, the value of the rupee is 
curtailed and that of the dollar raised. For every dollar one extra 
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rupee is offered Thus prior to devaluation any person that offered 
§20 would have got Its 100 hut after devaluation he would get 
Rs 120 He is free to buy commodities with Rs 120 by spend 
mg the same amount that he used to spend earlier namely Rs 100 
The buyers from outside get more of commodities for the same 
^ price or they ha^e to pay less to buy what they used to buy earlier 
Devaluation is therefore equivalent to a general cut in the prices of 
all the commodities In accordance with the law of demand a 
fall in the prices should be accompanied by a rise in demand 
Devaluation is thus calculated to promote exports by making them 
cheaper 

Whereas the export prices decline as a result of devaluation 
the import prices are likely to increase To get one dollar Rs & 
have to be paid instead of Rs 5 To buy from abroad Rs 100 
worth of goods Rs 120 have to be paid In accordance with 
the law of demand the imports should fall as they become costlier 
than before Devaluation works m both the ways — curtailment 
i of imports and promotion of exports to restore the balance on the 
^balance of payments account Exports increase but it may not 
mean much of an increase in export earnings since there has been 
a fall in their value Imports decline but even for the reduced 
quantities of imports the cost may not decline substantially m 
view of the ri«e in the import prices Thus the country that 
devalues the external value of its currency may suffer on both the 
accounts unless that fall m the external value is sufficiently compen 
sated by the rise in the general level of prices Devaluation is 
again, a matter of prestige for the country concerned since the- 
soundness of the currency is called into question if it 13 devalued 
It is always preferable to overcome the balance of payments 
difficulties by adopting measures other than devaluation if those 
measures are regarded to be adequate and effective 
POINTS TO REMEMBER 

1 When a country persistently faces unfavourable balance of trade the- 
government bos to undertake certain measures to correct the 
imbalance 

2 Exports pay for imports and hence correction of unbalance implies 
either curt a Imenfc of imports or p omotlon of exports or both 

3 Export promotion means export ng more and securing better export 
prices importing less and securing lower import prices can cut th& 
value of imports 
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4. The government can restrict imports in physical terms by disallowing 
non-essential things. 

5. If imports are subject to heavy taxation or if quotas are fixed, there 
is every fear of retaliatory measures. 

6. When there is a general inflation in the country, the domestic 
market has to compete with the external market, 

7. Devaluation is a remedy of the last resort. 


Q,. 40. “The money market structure in India, loose 
as It is, is comparatively well developed in terms of orga- 
nised relationship and specialisations of functions.” 
Elucidate. {Madras 1961) 

Ans. The market is an institution in which the buyers and 
sellers of a commodity communicate with each other with a view to 
buy and sell whatever they wish to acquire or dispose of at a cer- 
tain price. In the money market, it is money that is being 'fold* 
(lent) and purchased (borrowed) at a certain price (the rate of 
interest). When we think of the money market in India, what we 
denote is a reference to the lending and borrowing activities of 
institutions and individuals and the structure of interest rates which 
speaks for the nature of the market and the nature of the demands, 
for and the supply of money in the economy The money market 
; structure connot es the inter-relationships and linkages which join 
the various institutions and individuals either as caterers of finance 
or as borrowers. Excepting for a minority of individuals who 
organise their business in money in their own isolated individual 
capacity, the rest of the organised institutions normally form a part 
of a bigger structure and all of them come under the guidance of 
the “super patriarch” the Reserve Bank of India. ‘Looseness’ 
of structure indicates the want of a closely knit-up structure in 
which the various components 6tand i ntimate ly inter-connected. c 
The term ‘‘organised relationships and specialisations’’ allude s to ' 
the adversity of functions for the discharge of which the component 
units of the money market operate in a specialised way with a 
specialised set of borrowers. We have to examine the nature of 
«3a&Vrw , AT tSs&nttSBej’assiisefr ssd Ah? jpuun&Wj’ sf Ah? 
functions which they are found to fulfil in the context of financial 
requirements of a growing economy like ours. The judgment that 
the money market is “well developed” would be valid only if a 
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significant proportion of the expectations from a good money 
market are fulfilled by the present structure of the money market 
in India. 

The market in a capitalist society is governed by considera- 
tions of maximum personal advantage and even in the money 
market the buyers and sellers^ of loan services seek the best of their 
own interests, excepting for the central bank of a country which has 
to act as the guardian of the country’s money market in the interest 
of the economic w elfare of the comm u nity as a -whole The money 
marketTm the country could be said to be well developed only 
when the broad social obiect ives. which the market is expected to 
serve, are a dequately achieved in practice The mam function of 
the money market is to make available for dev elopment activity in 
a growing economy like India’s a plentiful ^supply o f mve stible 
funds A developing economy is in need of even more and more 
at mvestible funds to undertake capital construction bo as to raise 
effectively the production potential In other words, i n an _e co 
n omy which 13 a back ward one and in the process of rapid econo 
mic development, the primary func tion of the money market is to 
-.ma ke available long term investment o n a Jarge scale and at a 
ch eap rate of i n tere st The money market played a very d ecisiv e 
role in the economic development of Japan and Germany, under 
taking, as they did, a very positive role in initiating the process of 
development. From this view point, the money market in our 
country is still not well developed On an average, it 13 found that 
the proportion of advances done by our banks towards industrial 
purposes out of the total advances is less than 60% It 13 only 
recently after the establishment of the Industrial Finance Corpo- 
ration, that the percentage of advances for industrial purposes has 
been pulled up to nearly 50% of the total or else, the nature of 
the advances revealed that our banking structure is primarily com- 
mercial in character Most of the loans advanced are to the traders 
of the country and they are for shortterm commercial purposes 
The money market covers, of course, all the lenders and borrowers 
of the country and is, therefore, more comprehensive than the 
structure of banking as such 

In so far as there ts a persistent shortage of mvestible liquid 
funds, despite the availability of real mvestible savings in the form 
of unutilised factors of production and the essential wage goods 
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there is something seriously wrong with the money market. In a. 
really well-developed money market, a shortage of money, as such, 
would not hamper the growth of the economy when there are real 
resources and they can be availed of. The function of tho money 
market is to impart liquidity to the inrcstible assets so that entre- 
preneurs aspiring to play a vigorous and active role in develop- 
ment may not face any obstacle by way of non-availability of 
adequate financial resources. There is a talk in our country 
regarding the establishment of banks for the mobilisation of non- 
monetary savings for the purpose of development. This itself is 
an index of the fact that the money market is really not weli- 
developed from the view-point of the needs and requirements of a 
growing economy. There is still existent a large non-monetised 
sector in our economy in which the role of money is played by 
real commodities as distinguished from money which is only a 
token. In any well-developed money market there is no need for 
commodities to play the role of money. This again shows that 
our money market is not particularly well-developed 

The institution that covers the entire country both as a 
lender and as a borrower, is the government at various levels. The 
government is the biggest dealer in the market and hence the 
lending and borrowing activities of the government have a pro- 
found influence on the demand for and the supply of money as 
well as the price for the use of money, f.e., the rate of interest. All 
the same, the role played by the government in the money market 
of the coudry is not that predominant as that of private institu- 
tions and individuals who exercise a significant control over the 
supply of as well as the demand for money. The government 
provides a very small proportion of rural finance by way of loans. 
and a small proportion of industrial finance in the urban areas. Tho 
result, therefore, is that the government cannot bring under its own 
direct supervision the lending and borrowing activities of large 
number of indigenous bankers who function in their own indivi. 
dual capacity. Banking, in fact, is confined by and large to the- 
urhan areas and the rural people are always starved of adequate 
funds — short-term, medium-term as well as long-term. Even today 
the money-lenders exploit their semi-monopolistic position in the 
market to make a huge amount of ‘black-money’. 

In any well-developed money market there must be a stability- 
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of the rate of interest over certain range, making allowance for 
temporary seasonal fluctuations to make adjustments for changing 
needs The structure of the interest rates in India is really 
fantastic since the rate of interest varies from 3% to as mu^h as 15% 
depending upon the nature of the lender, the borrower and the 
nature of the loan itself, such as the site, the duration, the secuiity 
etc In a developed money market the monopolistic elements and 
the exploitation that ensues therefrom, tend to disappear The 
money market m India is out and out a sellers’ market and the 
sellers take full advantage of their monopolistic hold over the 
market to enrich themselves at the cost of the buyer of loan 
services The loose structure of the market is reflected in the wide 
range over which the interest rate varies In a well integrated 
market, there is something known as a long term equilibrium price 
around which there are marginal fluctuations In the money marLet 
that exists in our country, there is really no such thmg as a long 
term equilibrium rate of interest 

We have a variety of mst tutions in the market like tho 
government which functions through the various departments, the 
Reserve Bank of India, the Post Office Banks, the co operative 
societies the finance corporations, the indigenous bankers, village 
money lenders, the various commercial banks etc , and all of them 
specialise m certain functions and cater to the financial needs of a 
certain group of people with whom they have intimate business 
relations It may appear that in their own individual spheres 
they are pretty well developed in terms of organised relationships 
and specialisation of functions In point of fact, a highly mono 
pobstic market, m which the range of prices is varied so widely and 
in which the services are confined to a chosen few, could hardly be 
characterised a well developed market India’s money market is 
still underdeveloped very much like her economy and is, in fact, a 
reflection of her economic situation The Reserve Bank is endea 
vouring to introduce radical changes and things are certainly hound 
to improve m future 

POINTS TO REMEMBER 

1 The money market refer* to the lenders and borrowers of loan ser- 
vices who strike bargain at a certein price (rate of interest) 

2 Looseness of etructuro refer* to the fact that the various institutiora 
and individuals that function in the money market have not been 
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brought com pie tely under the unified control of the B.B. of India. 

3. The money market can be said to be a well-developed one only when 
the social objectives, which a good financial market is expected to 
achieve, are adequately fulfilled in practice. 

4. The most important objective in a growing economy is the imparting 
of liquidity to all the investible real assets so that the maximum 
rate of growth could be achieved. Perennial supply of funds, at a 
cheap rate of interest, conveniently accessible is the ideal of a 
welt*developed money market. 

5. The money market in our country is really not well developed in 
this sense of the term. There is always a paucity of industrial 
finance since most of our institutions specialise m lending on a short 
term basis for commercial purposes. 

6. With the establishment of the Industrial Finance Corporation the 
situation has undergone a change for the better. Industrial advances 
approximate to nearly 30% of the total. 

7. The money market in India is a highly monopolistic sellers' market 
with a wide venation of the rate of interest. A significant pro- 
portion of the market is still to be brought under the control of the 
Reserve Bank of India. 

SELECT READINGS 

1. Fawandiknr, S. G. : Banking in India. 

2. Basu, S. K, A Surrey of Contemporary Banking Trends. 

3. Cirvante, V. R. : The Indian Capital Market. 


Q,. 41. Examine the working of the Indian money 
market and suggest remedies for its improvement. 

[Nagpur 1960 ) 

Sketch in broad outline the structure and functioning 
of the money market in India at present and discuss how 
far it is sensitive to Reserve Bank action. ( Poona 1960) 

What are the characteristics that distinguish deve- 
loped from underdeveloped money market ? [Nagpur 1950 ) 
Ans. The money market refers to the purchase and sale of 
the services of money. Money includes mainly currency and 
erwWt. Ifitmey ‘is -ptrrdmnstsA wnA wAAmVae -stmt VinA \fcit 
in money buy the savings from the depositors at a low rate of 
interest and sell the same to the debtors at a higher price— the 
difference being the surplus that is appropriated by the dealers. 
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The money market consists of the sum total of all the lenders and 
borrowers who are m contact with each other for purposes of 
lending and borrowing In order to understand the working of 
the Indian money market, we have to examine the nature and 
operations of the various agencies that undertake the business of 
collecting deposits from those who save and extending loans and 
credit facilities to others The Indian m on fey market is charae 
tensed by a diversity of institutions , at the apex of which stands 
the Reserve Rant of India and at the bottom of which there is an 
expansive stratum of village money lenders cum traders In bet 
ween the two we have the co operative credit societies post office 
savings banks, indigenous bankers, joint stock banks inclusive of 
the State Bank of India the various finance corporations at the 
all India and state levels and the foreign exchange banks In 
addition to these agencies that deal m the services of money there 
is a good deal of lending and borrowing in kind, especially so in 
the rural areas and the rate of interest charged in such casses is 
invariably exorbitantly heavy This, however, usually goes un 
accounted for, from being examined as a part of the regular money 
market since there is no mediation of money to facilitate such 
transactions 

In terms of the number of the people invo ved as distinguished 
from the value of the transactions struck, the rural money market 
is certainly by far the most important The monetary needs of 
the villagers of our country are met by the following agencies in 
accordance with the findings of the Rural Credit Survey Report 


Credit Agency 

Proportion of borrowing 
from Agency 
per cent 

1 

Government 

33 

2 

Co operatives 

3 1 

3 

Relatives 

14 2 

4 

Landlords 

1 5 

5 

Agriculturist money lenders 

24 9 

6 

Professional money lenders 

44 8 

7 

Traders and Commission Agents 

65 

8 

Commercial Banks 

09 

9 

Others 

18 



"xooir 
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The figures speak for themselves. It is apparent that the agri- 
culturist money-lenders, professional money-lenders and the traders 
and commission agents together supply more than 75% of the 
credit required by the villagers. Relatives are of importance in 
the hour of need, supplying as they do 14*2% of the credit. The 
Government and the co-operatives touch the fringe of the problem 
and the Commercial Banks are only a small fry. 

In view of the perpetual poverty of the village folks and the 
eternal need for credit to meet the undependable vagaries of the 
merciless Providence, there is always an unfailing demand for money. 
Loanable funds, on the contrary, are miserably scarce owing mainly 
to the general economic backwardness of the country and especially 
so, of the rural areas. The sellers of monet ary s ervices enjoy a 
status of almost an unmatched privilege] It is a fantastic position 
of zaoaoply. The range of the rate of interes t charged by private 
agencies stretches from 12% to 16% 1 The poorer a man, the smaller 
the security to offer and hence, the higher would be the rate of 
interest. “From each according to his weakness” seems to bo the 
principle religiously followed by the pious money-lenders of our 
country. 

The State can hardly make amends for the situation by law, 
unless a certain element of competition is introduced between the 
lenders. The money ma rket in the countryside i 3-_entirely-a__gellecs’ 
market- The supply of credit has to increase enormously to come 
anywhere in the neighbourhood of the strength of demand. Legal 
restrictions on the lenders to curb undesirable practices can go a 
long way in the sense of driving them away from the open market 
to the black market. The basic economic disequilibrium between 
the demand for money as against the supply can hardly be rectified 
through legislation, unless really effective economic measures are 
undertaken. The best measures undertaken recently .in the direction 
of improving the conditions of the money-market in the_country- 
side include increased .governmental lending to_the fargiers and 
the artisans arid an egpansiorLof_creditLhvJ.he co-o perative societies 
with the._great assistanc e t hat is being rendered by the Reserve 
Bank of India. Too many legal restrictions have led to a shrinkage 
of credit which helps the unscrupulous money-lenders all the more 
to exact prohibitive rates of interest. The extension of organised 
banking facilities to the country-side still remains a dream. 
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The indigenous bankers are to be found mainly in the small 
towns They combine trading along with banking and supply the 
credit needs of trade and commerce Most of the indigenous 
bankers refuse to be drawn within the fold of the regular money 
market m the country The efforts of the Reserve Bank to bring 
them' into line with the banking system have not succeded so far 

The post office savings banks have made a considerable head- 
way ever since their start m the year 1882 Their number stands 
today around 70,000 and the amount collected by them by the 
end of 1958, stood at Rs 277 crores If the post office savings 
banks are properly organised, the«e could turn out to be the best 
agency for galvanising the rural savings Much needs to he done 
in the direction of improving the working of the post-office savings 
banks 

By far the most important agency in the Indian money market 
are the Joint Stock banking institutions These are also known 
by the name of commercial banks They are all located m the 
urban areas and have a ready access to the savings of the town and 
city dwellers The history of ]omt stock banking m India has 
not been very happy A cumber of banks have failed and many 
of the =maU existing banks are always faltering The main causes 1 
responsible for the failure of a large number of banks are paucity 
of capital, inexperienced and unskilled management, insincerity of 
the staff, fraudulent practices, a low liquidity ratio, indiscriminate 
lending on the basis of insufficient security to the favourite custo- 
mers, reckless branch banking and the indifference on the part of 
the government The Banking Companies Act of 1949 as amended 
in 1957 gives great powers to the Reserve Bank of India to rectify 
the anomalies in the Indian banking system The Reserve Bank 
can now prescribe the lending policy, the liquidity ratio, inspect 
the accounts and supervise the activities of the Board of Directors 
of these commercial banks The Reserve Bank has the powers to 
licence or not to license a bank, demand compulsory returns and 
power of scrutiny over the affairs of banking companies Attempts 
are a}so being made to develop a bill market 

The most important drawback of the Indian money market 
is the inadequacy of industrial banking as distinguished from com- 
mercial banking The investment corporations have recently filled 
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POINTS TO REMEMBER 


' ”\™ iztVTTv; “> " 8i “ by E ™' <*«• w 

B “ k of In,, “ ,1 >° w » the importin'. of the private 

!' *• h 7 “““!»'■«•« fa tt „ cmot Ws , 

Jol” "1 1 V ' “ d lk “ ■“* “““ “Vine. bang.. 

7. Inadequacy of industrial banking. 

8. The Banking Companies Act of 1910 . 
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The first question can be tackled in accordance with the 
liquidity preference theory as propounded by the General Theory 
of Keynes This theory states that people show a certain prefe- 
rence for cash holdings mainly out of three motives namely (a) the 
precautionary motive, (b) the transactions motive, and (c) the 
speculative motive Every one has to lay by a certain amount of 
cash in order to meet unforeseen difficulties that compel some sud- 
den expenditure Cash holdings may take the form of either act lal 
hoarding of cash as is done by people from the rural areas not 
familiar with banking or the form of demand deposits held with 
the commercial banks The latter is a common habit in the city 
areas m which the banking habit is quite well developed The 
bankers cannot commit more than a ‘safe proportion 1 of their de- 
mand deposits to long term investments in view of the possibility 
of a sudden demand for withdrawal of cash by the depositors The 
liquidity ratio of the banks has to be of a high order 

Most of the people of the category of workers, landlords, 
bond and stock holders etc , receive their income at certain inter- 
vals of time but they have to keep on spending every day over 
several goods and cervices to satisfy their daily needs They have 
to hold a certain amount of cash with them to meet the daily needs 
The cash required for this purpose has its roots in what is called 
the transactions motive If the transactions can be carried on 
mainly with cheques as is done in the advanced countries, the need 
for cash to pay for transactions would be reduced to that extent 
In the backward areas m which cheque payments are not so com 
mon, as in the rural areas, there is a great need for cash holdings In 
the developed economies with wide spread banking habits the need 
for cash on this account is not likely to be so great Much, of course, 
depends on the volume of transactions as well 

Keynes attaches the greatest importance to the speculative 
motive The speculators have to hold huge quantities of ea«h to 
be able to carry on their speculative activities The ups and downs 
on the stock exchanges bring about big changes m the demand for 
cash Keynes seems to believe that the demand for cash ans ng 
out of the speculative motive is likely to be much greater than that 
arising out of the precautionary and the transactions motives put 
together This of course, is likely to be true of the highly gindus. 
tnalised countries, with well developed stock markets In the 
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backward countries, speculation is limited to only a few stoc 
exchanges that exist and in view of the narrow range of stocks an 
shares because of limited industrialisation, the need for cash out of 
the speculative motive is not likely to be so big as it i3 in the deve- 
loped countries. The cash-hoardings of the well-to-do peasantry 
of India can be explained by none of the motives given by Keynes. 
It is out of sheer ignorance of the opportunities to invest and out 
of a feeling of distrust of unfamiliar things that the rich farmers 
take to hoarding cash. As institutions to impart liquidity to illiquid 
assets come into existence and as they spread over the economy, 
the habit of holding cash is likely to weaken and in course of time, 
people can take to holding non-cash assets. 

Bonds that bear a fixed rate of interest appeal particularly to 
those people that have some innate aversion for risks and those 
that have some instinctive preference for safety and certainty. 
People that wish to make sure that they get a fixed income for their 
old age or people who want to provide a certain definite income 
for the education of their children etc., invest their savings in 
bonds. The alternative to bonds would be fixed deposits in the 
banks which carry a good rate of interest and besides offer a better 
eecurity. Whether or not the companies issuing bonds make a 
profit, the bond-holder3 are assured of their income and that way, 
there is a feeling of assurance about a certain minimum of income. 
The salaried classes, not used to taking any risks of the market and 
not prepared to face the fluctuations, generally prefer bonds to 
shares. Bond-values appreciate with a fall in the rate of interest 
in the market and vice versa but there is not much of a risk on this 
account as well. The investors are, of course, motivated with the 
desire to strike a balance between security, profitability and liqui- 
dity. Bonds make an appeal to a certain section of the people with 
a particular temperament. 

Equity shares are meant for people who are a little more 
enterprising. The remuneration on the equity shares is tied up 
with the performance of the companies. There are bound to be 
certain fluctuations from year to year in accordance with the con- 
ditions of the market. During normal times, there need not be 
any scare about the possibility of a slump and the capital-deprecia- 
tion arising therefrom on account of the fall in the equity share 
values. In fact with the assumption of responsibility by the govern- 
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ment to maintain economic stability by adopting contra cyclical 
policies (fiscal and monetary) if necessary, the fear of a severe 
depression is almost ruled out and hence, investment in equity- 
shares should no longer be so much influenced by risk considera- 
tions In the developing economies in particular in which there is 
a growing investment being undertaken in the private as well as 
the public sectors of the economy, the market remains buoyant 
almost as a matter of certainty and hence , equity shares need not 
be disfavoured by the investors In fact there is likely to be a 
certain capital appreciation in course of time The socialist policy 
of the government and the fear of nationalisation may, of course, 
turn out to be a deterrent to investment but in areas that are 
clearly meant for private enterprise, such fears need not be there 
The enterprising sort of people prefer equity shares 

The preference for gold has it3 roots in sociological as well as 
economic considerations In countries like India gold is a matter 
of social status, particularly for women and hence, the preference 
for gold is so common It is, of course, quite well realised that 
gold is a dead investment but some of the customs are more power 
fill than economic calculation The custom itself is likely to have 
originated from economic considerations In the days of old when 
movable assets were constantly exposed to the danger of robbery 
and when the modern investment opportunities of the industrialised 
societies did not exist, the best form of asset which could be held 
by the people must have been gold which is not so much subject 
to the wear and tear of time and whose value could always be 
realised in time of need The ‘return considerations must have 
appeared very small m comparison with other advantages and that 
sort of a situation is there m India even today 

POINTS TO REMEMBER 

1 Asset preferences sre founded on certain economic, social and psy- 
chological considerations 

2 The preference for cash is based on the precautionary the transac- 
tionary and the speculative motives The last is the most important 

3 As institutions to impart liquidity to liquid assets come into 
existence the need for cash holding declines 

4 People with an aversion for risks and with the desire for an assured 
minimum income prefer bond® 

6. Equity shares are tied op with the performance of the companies 
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Those that -wish to earn a little more in spite of some risks, prefer 
equity shares. 

6. When the government assumes the economic responsibility of 
stabilising the economy, market risks are minimised and this may 
stimulate preference for equity shares, 

7. Preference for gold is founded more on social and psychological 
grounds than on economio calculus. 


Q,. 43. “Monetary policy has the advantage over fiscal 
policy that it is more flexible and affects a broader stratum 
of economic units.” Discuss. (London B Sc. 1964) 

Ans. The proposition maintains that monetary policy is 
more advantageous than fiscal policy because it is more flexible 
and affects a larger stratum of economic units. It is necessary to 
establish the contention of the proposition by analysing the 
ingredients of monetary policy and comparing their efficacy with 
that of an appropriate fiscal policy, with its own nsual ingredients. 
We have to take the two as alternative routes to the same goal and 
not as competitive contestants. In fact, the two 6ets of measures 
could bo adopted simultaneously to achieve any given economic 
purpose. 

What does monetary policy consist of 7 Monetary policy 
consists of government’s policy with regard to the issue of currency, 
the maintenance of the bank rate over a certain range, the open 
market policy and the maintenance of the liquidity ratio of the 
banks at certain suitable levels in accordance with the needs of the 
economy. Exercising some legal control over hanking activities 
in general with a view to achieve certain socially useful economic 
goals is also a part of the monetary policy of the state acting 
through the instrumentality of the Central Bank. 

What is fiscal policy ? Fiscal policy refers to the policy with 
regard to taxation, public expenditure, public debts, pricing of the 
goods and services produced in the public sector of the economy, 
tariff policy of the government with a view to regulate imports and 
exports in the interest of the nation etc. These measures ate cal- 
culated to achieve certain aims and objectives in the interest of the 
society. In fact, certain economists believe that fiscal measures 
are very powerful weapons in the armoury of the state to achieve 
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what the state desires to achieve either in the sphere of production 
or in the sphere of distribution We can take the ingredients of" 
monetary policy and those of fiscal policy one by one and see to what 
end they could possibly be put 

Issue of currency In every country the central government 
exercises complete monopoly over the issue of currency through its 
control over the Central Bank How and when and to what extent 
this vital power is exercised by the government is of immense 
importance to the whole of the economy Governments that are- 
desperately m need of revenues as during periods of war or during 
periods of rapid economic development show a good deal of 
tendency to misuse their monopoly power over their control of 
issue of currency Money is issued in excess of the needs of the 
economy There is an enormo is expansion of credit as well 
following the expansion of currency RDd as a result the money 
income of the society rises faster than the real income and creates 
great inflationary pressures Under the managed currency system 
the government does not feel the constraint of any objective- 
v limitations on the issue of currency and whatever constitutional 
restrictions exist could be easily overcome by amending the 
constitution itself There is really no economic activity that 
remains unaffected by the currency issue policy of the state Pro 
duction distribution exchange and consumption are subject to 
profound alterations because of the impact of the currency policy 
of the state 

Bank rate policy This refers to the policy of the state with 
regard to the discounting of bills presented by the commercial' 
banks of the country It is known that the commercial bank* 
accept bills on discount and when they run short of liquid funds,, 
the bills discounted are presented to the Central Bank for discount 
ing once again at lower rate This rate assumes its importance 
due to the effect it produces on the liquidity of the commercial 
banks If the bank rate is raised the commercial banks have to 
either raise their own funds or they have to refuse to discount, dull* 
presented to them by the trading community The money market 
becomes rather tight and therefore a sort of blow is dealt to 
trading activity Commodities are not easily lifted off the market 
The prices may decline If the rate is lowered the quantum of 
liquid funds at the disposal of the commercial banks would increase 
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There would be an expansion of credit and a fresh buoyancy would 
appear in the market. The bank rate, therefore, is of great importance 
in the context of the level of economic activity. 

The open-market operations. This refers to the purchase 
and sale of securities done by the Central Bank on behalf of the^ 
Central Government. The sale of securities by the government 
withdraws a certain amount of money from circulation till that 
money is spent by the government and tho purchase of securities 
puts a certain amount of money into circulation. The former brings 
about a fall in the supply of credit whereas the latter causes an 
expansion in the supply of credit. The government is free to 
purchase securities at will but it cannot be certain that its own 
securities would always be sold, unless it enjoys a good credit in the 
market. The supply of cash and credit can thus be influenced by 
the open market operations in accordance with the needs of society 
during a particular period of time. During a period of inflationary 
pressures a part of the supplyo ould be withdrawn and when there 
is a little depression money could be injected into circulation. In^ 
view of the extremely important role of money in the modern 
economic life, regulation and control over the supply of money can 
be an instrument in tho hands of the government to control economic 
activity. 

Physical control of monetary policy. Tho Central Bank 
can exercise control over all the monetary institutions directly on 
the basis of the Banking Companies Act and accordingly any policy 
that is supposed to be in the best interests of the commodity can 
he executed by the state. Directions could be issued to the banks 
to follow a definite policy as laid down by the Central Bank. 

Taxation policy. Taxation is an important instrument in 
the bands of the government to achieve certain goals of the society. 
Taxation is not merely a means of raising revenue. Taxation can 
be employed as an instrument to discourage the production of 
such of the commodities as are regarded socially harmful. Such 
commodities could he heavily taxed. Taxation can be employed^, 
as. an. instrument to curb the unnecessary consumption of the 
people and to raise the rate of investment in the public sector by 
obtaining savings by way of taxation. Taxation can be used as an 
instrument to give protection to the local industries from competi- 
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tion from outside Taxation can be used as an instrument to 
reduce inequalities m the distribution of income and wealth 
Progressive taxation is an important instrument of socialism. The 
sort of specific objective which taxation can achieve, monetary 
policy, perhaps, cannot, because of the basic differences between the 
"two 

Public expenditure and debts Public expenditure is a 
very powerful factor affecting the welfare of the society Apart 
from the direct benefits conferred on society by goods and services 
provided by public expenditure, there are indirect benefits as well 
The maintenance of demand at high level is one of the important 
benefits indirectly accruing from public expenditure Social security 
expenses out of public expenditure bridge the gulf between the 
rich and the poor Anti cyclical budgeting has come to stay m the 
advanced countries Public expenditure is responsible for the 
economic development of the underdeveloped areas Public debts 
can activate savings, if they are u«ed for a good purpose Whereas 
< monetary policy is of general nature affecting economic activity at 
\ll levels, fiscal policy could be directed towards the achievement of 
certain specific goals, laid down by the government 

POINTS TO REMEMBER 

1 The proposition maintains that monetary policy is more advantageous 
than fiscal policy bocauBe of its flexibility and general applicability. 

2 Monetary policy covers the issue of currency, the bank rate policy, 
the open market operations and other controls exercised by the 
government 

3. Fiscal policy covers taxation.policy, public expenditure, public 
debts, pricing of public services eto 

4 Monetary policy can control and regulate the supply of money and 
thus affect the entire BOciety. 

6. Fiscal policy can control consumption, raise savings, boost up 
investment etc. 

6 Fiscal policy can be nsed to improve production and to reduce 
inequalities in distribution 

7. Whereas monetary policy is of general nature, fiscal policy is more 
specific. 


Q. 44 Differentiate between quantitative and qualita- 
tive credit controls. Which of them is more effective in the 
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case of an underdeveloped country ? Give reasons for your 
answer. [J. tfc K. 1966) 

Ans. The central bank of a country has to use a number of 
weapons in order to control the money market with a view to achieve 
-the desired goals in the monetary and financial field. The central - 
bank tries to select a number of such weapons keeping in mind the 
requirements of the economy and the circumstances prevailing therein. 
To begin with, we find that in the armoury of the central bank, those 
■weapons developed which are generally termed quantitative. This 
means that these weapons try to regulate the overall quantity of credit 
in the country. There is no consideration regarding the type of 
credit, the purpose for which borrowing is taking place and so on. 
Qualitative controls, on the other hand, are those which seek to re- 
gulate the creation of credit for specific purposes. Here the aim is 
not to check the growth of money supply and purchasing power as 
such but to ensure that there is a limited or no supply of credit for 
selected purposes. These credit controls for this reason are some- 
times referred to as selective credit controls. Tho quantitative con- j 
trols do not try to distinguish between the essential and non-essential 
use of credit. They would be checking the growth of credit even 
for most essential purposes. Such a policy may he very discouraging 
for the right type of financing and various essential economic acti- 
vities may suffer due to that. The financial markets of the country 
may starve because of the use of the quantitative weapons. But 
there la no remedy for such an eventuality so long as the use of 
those quantitative weapons is pursued. 

In the case of developed countries we find that the monetary 
institutions are very closely knit and are sensitive to the changes that 
may initiate anywhere. In those economies, though the use of quan- 
titative measures will starve the esential needs of credit, still 
there will be the desired check on the target-uses of credit. We 
shall see that in underdeveloped countries this is not so in general. 
There because of the lack of sensitivity of various organs of the 
money and financial markets, changes initiated in one sector need ^ 
not spread to others. And so the uSe of selective credit controls is 
more important and essential for underdeveloped countries. Let us 
see in a greater detail this distinction between the quantitative and 
qualitative controls and the reasons why the use of selective credi t 
controls should be preferred in the case of under-developed countries. 



QUANTITATIVE AND QUALITATIVE CREDIT CONTROL 


207 


The quantitative controls include bank rate open market opera 
tions and reserve requirements The bank rate is the rate at which 
the central bank is ready to give loans and at which it is ready to dis 
count the commercial papers This bank rate is supposed to guide 
the rate of interest that will prevail in the market The changes m 
the rate of interest will lead to changes in the investment and other 
activities in the market but the effect will be general — all activities 
will be influenced Open market operations are the direct dealings 
of the central bank with the market in terms of sales and purchase 
of securities This weapon is supposed to augment or reduce the 
supply of cash to the public and to the banks and thereby influence 
their credit creation activities The reserve requirements are related 
to the balances which the commercial banks are expected to maintain 
with the central bank In different countries precise powers of the 
central banks differ on this point, but almost everywhere the central 
bank is authorised to force the banks to increase or decrease their 
cash balances with the central bank This action of the central bank 
immediately affects the cash supply to the commercial banks and 
forces them to chaDge their credit creation In India, the Reserve 
Bank of India is authorised to force the banks to maintain with it a 
minimum balance of 5% of demand and 2% of time liabilities This 
reserve ratio can be raised to 20% and 8% respectively or any figures 
below those if the Reserve Bank so desires This gives in the hands 
of the Reserve Bank a great weapon to force the banks to curtail 
credit 

Selective credit controls include rationing of credit, moral 
euation, regulatory controls over various types of loans and so on 
The main thing to be noted here is that the central bank is going 
to use its discretionary powers to decide which activities should be 
curbed and accordingly it makes use of various legal powers with it 
to achieve this end The task of administering selective credit 
controls is more difficult as in this case the central bank has to know 
not only the general trends in prices and employment, it has also to 
find out if there are any partial price rises and sectoral imbalances 
These controls have to correct these partial imbalance without 
endangering the general availability of credit 

POINTS TO REMEMBER 

1 Quantitative credit control* aim at checking the credit creation in 
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general, without bothering about the purpose for which that credit 
ia meant. 

These quantitative controls include bank rate, open market opera- 
tions, and reserve requirements. 

Selective credit controls sun at checkmg credit creation meant for 
particular purposes. These include weapons like moral suasion, 
margin requirements and so on. 



O Compare the Keynesian system and the Classical 
system as possible Macro-economic models for illuminating 
the most important economic relationships in an under 
developed country B Sc I964 > 


Ans A macro economic model takes a complete view of the 
entire economy and analyses the working of the whole system as 
one integrated unit The important variables of the system are not 
UU6 ® . . at Irian Tniltllflllv UltCf- 


taken as independent entities , they are taken to be mutually inter- 
acting variables, all inter-dependent and the tone of the whole 
svstem is regarded as the result of the behaviour of the individual 
ingredients acting and reacting on each other and producing the net 
result The macro-view was dominant in the early stages of the 
development of the science of economics and it has become dominant 
once again in the contest of the development of the underdeveloped 
countnes-a problem which engaged the attention of the classical 
economists but was relegated to the background by the later scien- 
tists of the 19th century as they got so much preoccupied with the 
problem of pricing to the extent of regarding the problem of pricing 
to be synonymous with the whole science of economics 


As a result the macro-view of things or the habit of looking 
at things from the view-point of individual entrepreneurs or indivi- 
dual films and individual factors or units of factors of production 
gained importance and the turn in thought held sway over the minds 
of the economists fot over one and a half centuries ' Today, there 
has been a reversal of the stream of thought back again to the classi- 
cal model 
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The immediate question Is this. “Who are the representatives 
of the classical model and how are they relevant in the context of the 
development of the underdeveloped countries T* 

The problem of development of the underdeveloped countries is 
the problem of poverty of the countries that are still struggling for a 
living in the pre-industrial stage of their growth. The important 
economic relationships m the countries would be the ones between 
the national income, the proportion of that income that goes into 
consumption and the use of savings to invest and to accumulate 
capital. The development of technology and the rate of investments 
are closely inter related. The underdeveloped countries cannot afford 
to provide even the most urgent necessaries of life such as lood, 
water, housing, primary education etc. to the majority of people in 
their countries. They are now engaged in the task of developing 
their resources with a view to raise their income and to raise the 
levels of living of the masses. 

The classical thinkers like Adam Smith and Ricardo were con- 
cerned with the wealth of nations. Smith's Wealth of Nations has 
to be specially mentioned in this connection. It deals directly with 
the wealth and poverty of nations on a purely macro basis and con- 
forms closely to the model of an ideal free enteipnse economy, the 
sort of a model that stands for a country like Britain in the J9tb 
century. We hrve to consider such of the aspects of Smith’s theory 
as are relevant to the growth of the underdeveloped countries today. 

The most important economic relationship that Adam Smith 
takes into account is that between free, unhampered private enter- 
prise and free trade on the one hand and the size of the national 
income on the other. Smith believed that the minimum governmental 
enterprise and interference would produce the best of results. When 
the entire system is left to be worked out on the basis of the free 
forces of the market, there is a spontaneous growth of economic 
activity. The invisible hand of the market would take everybody 
towards the era of prosperity. In the sphere of international trade 
as well. Smith stood for non-interference on the part of the Govern- 
ment. He was tn favour of production for export as much as possible. 
The business of the Government was to be limited to the maintenance 
of law and order inside and to prevent aggression from outside. 

This reasoning of Smith is rejected outright by the present day 
underdeveloped countries. They do not believe, and rightly so, that 
the invisible hand can deliver the goods They have a firm faith in 
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planning the use of resource* with some definite objectives chosen by 
the planners They know that free trade would be ruinous to the 
national interests. They have to provide protection to the local 
industries to prevent competition from abroad The market does not 
•solve their problems They have to depend on governmental initia- 
tive and enterprise There is hardly any underdeveloped country in 
the world that does not believe in some form of socialism or the 
■other and does not expect the government to exercise the necessar 
initiative to get the process of growth on its feet 

The classical thinkers thought that the economy would 
automatically work at the level of full employment They could 
not visualise any under employment equilibrium This was due to 
the fact that they were theorising at a time when spontaneous pro- 
gress could be taken for granted Today the underdeveloped 
countries do not believe that consumption, saving and investment 
would automatically behave in such a way as to raise the economy 
to higher levels of development The automaticism of the classical 
model i« no longer acceptable today 

The classical model emphasises the importance of division of 
labour and the extent of the market The underdeveloped countries 
today realise the importance of this in their technological backward- 
ness and the imperfections of the market 

The model of Keynes rejects some of the fundamental proposi- 
tions of the classical model The first victim of the Keynesian axe 
is the theory of automaticism In the face of the economic condition 
of the thirties, Keynes could not accept the thesis that there would 
be a self correction of things He was ail in favour of governmental 
action to mend matters and restore the economy back to the level of 
full employment The underdeveloped countries today accept Keynes 
completely In fact, some of them go a step further Keynes was 
a great believer m freedom of enterprise and all that he wanted the 
state to do was to play the role of a doctor to treat the diseases as 
and when they came The underdeveloped countries today want the 
state to play the role of the parents, to raise the economy right from 
■the boot straps 

The underdeveloped countries have extremely low levels of 
income A major proportion of the income is consumed away by the 
ever growing population The excess of income over consumption is 
rather small The savings in the economy are rather insufficient to 
permit them to undertake any large scale development programme 
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The limit to investment is set by domestic savings and the little- 
assistance which they can possibly get from outside. Investment ■ 
remains low and hence, the capacity to produce also remains rather 
low. The underdeveloped countries are badly caught up in the vi- 
cious circle of poverty. This vicious circle is of a long-term character. 
The poverty of the underdeveloped countries is something different 
from the poverty of the advanced countries in their state of depres- 
sion. The model of Keynes is a short-term model that deals with the 
problems that arise in connection with the frequent fluctuations in 
the advanced economies and the king-pm in the general theory of 
Keynes is the size of investment in relation to the rate of interest. 
Modern economists who have given so much of their time to the 
problems of growth of the underdeveloped economies accept that the 
rate of investment is the key determinant of the rate of economic 
progress. Keynes gives so much of attention to analyse what deter- 
mines the size of the national income, the propensity to consume, the 
propensity to save and the propensity to invest and all these relation- 
ships are of immense importance in the context of the economic 
development of the currently underdeveloped countries that are 
trying to throw off the yoke of poverty. 

POINTS TO REMEMBER 

1. A macro-view takes the complete economy os ait integrated 
system and analyses the relationships that matter to explain the 
working of the system . 

2. The classical system is best represented by Adam Smith's 
Wealth of Nations. 

3. The concern of the modem economists w ith the poverty of 
notions is the same problem that preoccupied the attention of the 
classicists. 

i 4. Keynes w as concerned with the elimination of slumps in the 
( advanced capitalist economies His income theory is relevant to the 
growth of the underdeveloped countries. 

i 5. The backward countries are badly caught up in the vicious 

T circle of low income. 

6. The classical model of free enterprise and spontaneous growth 
are of little releumce^oday. 

^ 7.. The Keynesian model with some modifications could be- 

* applied to analyse the problem of development of the underde\elo\ed 
countries. \ 
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Q In what respects should a theory of investment 
■decisions in the private sector be modified in its application 
to public sector investment ? ( Delhi 1963) 

Ans There is a fundamental difference between the invest- . 
ment decisions in the private sector of the economy and those m the j 
public sector Private investment decisions are primarily calculated 
to promote the economic interests of the investors Any considera- 
tion that is not relevant to the self interest of the investors is irrele- 
vant in the calculations about the worthwhileness of a given 
investment project The field of investment the size of investment, 
the location of investment, replacement of the worn out portion of 
investment, expansion over time or disinvestment as the case may 
be etc , are decisions of the highest importance to the investors as 
also to the community in view of the all-important implications of 
investment decisions be it in the private or the public sectors of the 
•economy In fact, the fate of the economy hangs by the lmeslmcnt- 
decisions in so far as the economic future of the community is tied 
up vuth its investment decisions The rate of growth of the economy 
depends on the volume of investment, given the capital output rates 
The growth of income, employment opportunities, the standard of 5 
living of the people, the level of expenditure of the community and 
the price fluctuations etc , are largely influenced by investment 
decisions Consequently, the criteria on which the investment deci- | 
■sions are made assume a decisive significance for the welfare of the 
community * 

Private investment decisions in a capitalist society are obvious- | 
ly motivated with the desire to earn a certain amount of income 
out of the investment People invest because they want to earn 
something out of the investment This jd come may be m the form 
of interest as in the case of long-term bonds or government securities, 
or it may be in the form of a variable dividend as in the case of ordi- 
nary shares, or it may be a combination of both in some form or the 
other Investors may also try for capital gams apart from a regular 
flow of income and there are some who are interested only in this 
form of gam Those who invest m real estate may expect rental 
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income in addition to the possibilities of capital -appreciation and 
others who invest in real productive ventures may aspire to earn a 
regular flow of profit. Some investors may desire to build a huge- 
industrial empire to gain prestige and political power. Private invest- 
ment decisions are likely to have their roots in a complexity of moti- 
ves and purposes of a short-term ora long-term character. Whatever 
the individual variations, there is one thing common to all and that 
is the desire for economic gain or profit. 

It is because of this universal desire for profit which is there at 
the root of private investment decisions that the market in a capitalist 
society is of such central significance. The market determines the- 
nature of expectations in the minds of the people that have the desire 
to invest and that are looking for suitable investment channels. 
Those who desire to invest have to make some sort of a guess as to 
how the market is likely to change in the future. The guess is a 
guess without any reliable rational foundation. Nobody can predict 
correctly how the prices are likely to change for various commodities. 
A period of gradually rising prices is most congenial to investment in 
the private sector of the economy. Optimism is sustained over time- 

J ~nd hopes of making a fortune are roused in the minds of the business- 
eople. That is how the volume of investment in a boom is so 
ignificant whereas the amount of investment in a depression comes* 
almost to a stand-still. In fact, there might be a disinvestment. 
Price-fluctuations determine the marginal efficiency of capital and 
hence affect the private investment decisions because the investors,, 
le, the entrepreneurs take their decisions with reference to the- 
expected rate of returns on a given volume of investment as against 
the cost of borrowed funds as determined by the rate of interest. If 
they are to invest their funds they should compare the interest fore- 
gone with the expected rate of return on their own investment. 
Private investment-decisions are obviously based on considerations as 
Co how far a given investment project would be a paying proposition. 
The field of investment, the location of investment and the continued 
operation of the things undertaken are based on consideration of cost 
and returns and everywhere profit is the standard with reference to 
which a decision is undertaken. The question that now comes up 
is how far this standard could be adopted in arriving at investment 
decisions in the public sector of the economy. 

The primary question is whether public sector enterprise should 
think of profits at all. There is no unanimity on this point. 
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One line of thinking holds that investment in the public sector 
of tlje economy canrot be decided upon on the basis of profit- 
consideration Profit or no profit certain things have to be done 
For instance investment in production for defence cannot be left to 
the considerations of gain and loss The security of the country 
has to be ensured whatever the cost No cost is much too great to 
protect the country from external aggression Production of arms 
and ammunition, military hardware, the necessary equipment 
for the military personnel to carry on their training and 
preparation for a possible war etc , have to be done without any 
reference to commercial considerations Profit as a standard of 
reference is valid in deciding not whether these things are to be done 
or not to be done but in deciding how best to do what must be done. 
To extend the private economic calculus to public enterprises such as 
these would be the height of folly and it is all likely to jeopardise the 
security of the countrv 

What is true of national secunlj is also true of vital services 
calculated to advance the economic welfare of the community The 
supply of water, electricity, local transportation, communications, 
educational services, etc , cannot be subject to the profit test in 
deciding their worthwhileness Many a time, some of the services 
have to be heavily subsidised, when they run into a loss or when 
they are deliberately planned to run into a loss in the interest of the 
society Profit in all such cases is to be measured in terms of the 
utility obtained by the community as a whole and not m terms of the 
gam of the individual public enterprise as in the case of private firms 
What is of importance is the welfare of the community Public 
utility services are never calculated to yield a profit as such unless it 
be in nominal terms In fact, some of the thinkers hold that these 
services be supplied free to ever > body, the cost being met out of 
public revenues fhe rich countries of the world can possibly afford 
to undertake this sort of a welfare measure One does not see any 
reason why water should not be supplied free to all the citizens 
Similarly, there is no reason why education should not be open and I 
free to all children and at all stages Cleaning of the streets in the 
cities is done “free" for all the citizens, in the seose that there i> no 
specific sale of this service to individual citizens The sweepers are 
paid for out of the public revenues The advocates of welfare pricing 
hold that the same concept be extended to other spheres of essential 
services 
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The public sector cannot stop investing merely because there is 
a depression in the market. In fact, public works have to be under- 
taken deliberately during a period of depression with a view to coun- 
teract the slump in the market. If the public sector were to behave 
in line with the private sector, there would be a big chaos in the 
economic situation of the country. The depression would deepen 
and the boom would get a further support in case investment in the 
public sector is to go by the profit-test. It is therefore true to say 
that investment decisions in the public sector of the economy cannot 
be undertaken on the same basis as is done by the pnv ate firms. 

Some public investment, however, may be judged by the profit- 
test, if the enterprise is to be run purely on a commercial basis. This 
is particularly of significance in a growing economy with a semi- 
socialistic ideal since the government is under an obligation to mobi- 
lise a sufficient amount of savings to finance investment projects. 
Cost is of significance and therefore profit also is of significance for, 
at least, theoretical calculations, if not for making a profit as such. 
Public sector investment cannot be judged on the same ground as the 
private sector decisions. 

POINTS TO REMEMBER 

I Investment decisions in the public sector of the economy differ 
radically from those m the pruate sector since the criteria for the two 
ore likely to be totally different. 

2. Private decisions are made entirely on the basis of profit and 
loss considerations including capital gains and losses. 

3. Prices, therefore , set the tone for private investment decisions 
since it is the prices which determine profit. Market considerations 
are of decisive significance. 

4. Investment, whether to earn rent or interest or profit goes by 
considerations of security and profitability. 

5. In the public sector the criteria are not the same. National 
security may demand heavy investment in defence production regardless 
of profit. 

6 Public utilities are not to be run on a commercial basis. In 
. fact , they may deliberately be run at a loss. 

7. Investment m the public sector has to run counter to invest- 
ment in the private sector to counteract business cycles. Public invest- 
ment decisions are mainly for the welfare of the people with some 
exceptions. 
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Q, ‘ A monetary economy is essentially one in which 
changing views about the future are capable of influencing 
the quantity of employment and not merely its direction ’* 

Discuss in the light of the above, whether India can be 
termed a monetary economy {Delhi 1962 Bombay I960) 

Ans The proposition purports to characterise a certain eco- 
nomy, a ‘monetary economy’, should the quantity and direction of 
employment be influenced by changing views about the future The 
underlying assumption of this proposition is that the employers in a 
capitalist economy make their decisions regarding the nature and 
volume of employment on the basis of the marginal monej producti- 
vity of labour which, in turn, is affected by the ‘changing views 
about the future’ The demand for labour is a derived demand 
m the sense that labour is employed on the basis of the 
expected demand for the commodities which labour is expected 
to produce The commodities to be produced by additional employ 
ment of labour are to be sold for money in a future market and 
the workers are to be paid their wages in terms of money in 
advance of the sale of their product What to produce and how 
much of labour to employ— the direction and quantity of employ- 
ment— would be determined on the basis of a comparison between 
the marginal rate of wages as against the marginal revenues expected 
out of additional production 

The real point at issue is why this should be made a central 
feature of a monetised economy The comparison between the 
marginal remuneration to a factor and its marginal revenue is of 
general application to all the factors of production and not to labour 
alone There is nothing speciat about labour which differentiates it 
from the non labour factors of production so far as the criterion or 
‘changing views about the future’ affecting the volume and direction 
of employment is concerned The same could be said about the 
demand for non labour factors of production The essence is that 
calculations m a monetised economy are built on the basis of the 
possibilities of making money in the future and the example given m 
a particular instance of what generally happens in a monetised 
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A monetary economy as distinguished from a non-monetary 
system is characterised by the dominant role played by money jn tue 
determination of the level and pattern of economic activity. In a 
non*monetary economy', production, distribution and exchange are 
organised primarily from the angle of immediate consumption and 
not on the basis of the expected monetary gam to be acquired 
through the process of exchange in terms of money. A non-mone- 
tary economy could possibly exist only at an extremely low level of 
economic activity under primitive conditions of production and dis- 
tribution Every improvement in the organisation of production and 
distribution in the course of economic evolution has been made pos- 
sible partly because of the ease and facility provided by money as a 
medium of exchange, a measure of value, a standard in terms of 
which value could be calculated, and, above all, a store of wealth 
which, prior to the emergence of the monetary system, was required 
to be held in the form of a store of umpteen commodities, subject 
to all the inconvenience of maintaining a big eodown 

The view that monetary economy is essentially one in which 
changing views about the future are capable of influencing the quan- 
tity of employment and not merely its direction seems to equate a 
monetary economy with the capitalistic mode of production and 
distribution ; for. it is only under the capitalistic order that changing 
•iews about the future in terns of profit-making possibilities are of 
derisive significance. In a socialist society, * changing views about the 
future” would not obviously refer to the prospects of profits in 
various directions since the entire business of organising economic 
activity is not at all motivated by the incentive of making a profit. 
“Changing views” in a society organised on the basis of the socialistic 
principles might refer to the difference of opinion among the planners 
regarding the measure to be adopted to promote the highest good of 
society. The motive of private profit being eschewed, expectations 
regarding the future would not play the same significant role that we 
observe under capitalism. The quantity and direction of employ- 
ment in a capitalist society would be determined on the baris of the 
expectations of the entrepreneurial class regarding the possibility or 
making a profit. In other words, we have to examine the relation- 
ship between expectations on tbe one hand and the quantity and 
direction of employment on the other. 

• Expectations about the prospective change in price play a deci- 
sive role in shaping the mind of the entrepreneurial classes in their 
decisions about the volume of investment to be undertaken. 
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Actuated as they are by the incentive of making the largest amount 
of urofits as quickly as possible, their calculations would be based 
on the expected difference between the present prices and the future 
prices — of course, only the positive difference The prospects of 
d negative difference would obviously depress economic activity to 
its lowest ebb and would act as a great stumbling block to economic 
progress Production in anticipation of a future demand must, 
necessarily, be conditioned by the changing views about the future 
The views in question would be views about the expected change in 
the sale prices as against the change in the purchase prices What 
matters for the entrepreneurial classes is the excess of the sale prices, 
over the purchase prices 

The Keynesian economic analysis draws a basic distinction bet- 
ween the long-term expectations and the short term expectations and 
contends further, that there is hardly any rational ground to be either 
optimistic or pessimistic about what is going to happen m the future 
—even in the very near future, say after about five years The 
tendency of the entrepreneurial classes seems to be to allow them- 
selves to be too rashly and disproportionately influenced by the irratio- 
nal projections of the present into the future There are waves and 
waves of optimism and pessimism which move the entrepreneurs to 
take their strides in one direction or the other The buoyancy 
induced by an optimistic state of mind leads to intense economic acti- 
vity and the collapse of spirits produced by a pessimistic state of 
mind does incalculable harm m a depression of economic activity. 

The quantity and direction of employment in the long run must 
obviously be based not merely on the expected rate of profits which 
in the Keynesian terminology is the marginal efficiency of capital, 
but also on the non economic motivation of the entrepreneurs to 
venture out into new fields just for the thrill and romance of a new 
adventure There is a good deal of economic activity that emerges 
out of the sheer spontaneity of natural optimism of the entrepreneurs 
But for such spontaneity, the sum total of economic activity would 
be very small, indeed, in the world 

The prospects of a good increase in the volume of employment 
get greatly atrophied because of the undesirable diversion of the 
investible funds into speculative activities, motivated bv the desire 
to reap a rich reward of profits witbm the shortest period of time 
The stock exchanges keep on re-assessing the value of the existing 
investments in terms of the expected yield of dividends and evoke 
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certain psychological moods with the investing classes to employ their 
funds in one direction or the other in search of a fortune. The harm 
done to real investment and employment by the misuse of investible 
funds for speculative purposes is highly anti-social and needs to be 
curbed by law to the extent possible. There is, however, a likely 
chance of an adverse effect as well. The stock exchanges give a 
peculiar sense of security to the investors because of the command 
over liquidity provided by the stock exchanges. Investments and 
employment receive a stimulation to the extent that investment is 
undertaken with a clear eye on the possibility of realising Iocked-up 
funds in the liquid form at any time, in accordance with one’s conve- 
nience and requirements. 

The volume and pattern of employment would be governed by 
the volume and pattern of investment of the economy. The volume 
of investment would turn on the availability of investible funds and 
the marginal efficiency of capital. The former would depend on the 
liquidity preference of the people taken in conjunction with the fiscal 
and monetary policy of the state and the latter would depend on the 
“changing views about the future”. The marginal efficiency of 
capital depends to a large extent on the marginal efficiency of 
labour as well, alongwith the dependence on the uncertainty of 
changing prices. In a monetised economy, the volume of employ- 
ment turns on the marginal efficiency of capital which includes 
marginal efficiency of labour as well and the level of money-wages. 
The workers are extremely sensitive to the level of money-wages and 
not so much to real wages. A reduction in real wages brought about 
by a rise in prices is not resisted wilh the same passion as a 
reduction in money-wages. The entrepreneurs also are equally 
concerned with money. Money obviously moves into those channels 
of investment and employment into which there are better chances 
of making still more of money A monetary economy is one in 
which money is the master, guiding the cousse of the economy. 

In the light of the salient features of a monetary economy, 
India cannot be termed a completely monetary economy. In the 
primary segment of the Indian economy production is organised 
primarily for self-subsistence and not for exchange in terms of money. 
Production is hardly price-elastic excepting in that part of the pri- 
mary sector which is commercialised in the sense that the products 
-of this sector have to seek a market for exchange in terras of money. 
The production of such commodities would be guided and governed 
by the prospect of making a monetary fortune. The organised sector 
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of the Indian economy is certainly completely monetised since the 
motivation behind such economic activity is exactly the same as we 
find in the case of a monetary economy A large proportion of the 
economic activities of our country are carried on either for self subsis- 
tence or for small barter and hence the only conclusion which we 
would draw is that India is a monetary economy only in parts The 
volume and pattern of employment in the Indian economy is not 
totally dependent on the role of money We are industrialising and 
monetising the economy and m course of time ours also would be a 
fully monetary economy 

POINTS TO REMEMBER 

] The salient features of monetary as against a non monetary 
economy centre around the role of money 

2 It is, perhaps, wrong, to equate a monetary economy with 
capitalistic order of society 

3 “ Changing views about the future have a decisive role to 
play under capitalism but not so under socialism so far as money is 

L concerned 

4 The entrepreneurs are guided by waves of optimism Ex- 
pectations play a decisive role in the determination of the volume and 
pattern of employment 

5 The desire for quick profits does a lot of harm as is seen on 
the stock exchange 

6 Investment is undertaken on the basis of the expected M EC, 
m conjunction with the role of interest 

7 The Indian economy is only partially monetised 

SELECT READINGS 

1 Keynes General Theory 

2 Klein Keynesian Economics 

3 Dillard Keynesian Economics 

4 

Q. “In underdeveloped densely populated countries, 
policies based on welfarism benefit particular groups oT 
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workers at the cost of the labouring class as a whole.” Com- 
ment. ( Bombay 1962) 

Ans. The mam contention of the proposition is that there 
cannot possibly be a general increase in the welfare of the workers 
as a whole in the densely populated underdeveloped countries that 
pursue labour welfare policies in the early stages of their growth. 
Welfare measures calculated to advance the cause of the workers 
benefit particular groups of workers at the cost of the labouring 
class as a whole since the conditions of underdevelopment do not 
permit a general rise in the real wages of the workers. Particular 
groups, of course, can receive a certain benefit by way of a rise in 
their real wages but the entire class of workers eanoot receive a 
general benefit by way of a rise in their real wages. 

This proposition entail* that the share that goes to the entre- 
preneurs, the landlords and the capitalists does not change when 
there is a rise in the real wages of some particular groups of workers 
so that whatever extra benefit the privileged class of workers receive 
is at the cost of the other workers and not at the cost of ‘rentier*’. 
Secondly, it assumes that the size of the net national products is more 
or less fixed in the underdeveloped economies so that the increase 
in the welfare of some must necessarily mean a decrease in the 
welfare of others. This can further be elaborated to mean that the 
supply of wage-goods in the context of a poor economy is so inelastic 
-that a rise in the money-wages of some of the workers would inevi- 
tably generate a certain excess of demand resulting m inflationary 
pressures that adversely affect the working class as a whole since 
wages in general have a tendency to lag behind the prices. Inflation 
is already implicit in the context of an underdeveloped economy in 
view of the large-scale investments and the growing employment 
opportunities which distribute an enormous amount of purchasing 
power in the hands of the people and in case these tendencies be 
reinforced because of welfarism, the benefit conferred would be 
sectional rather than general. In case welfarism brings about a rise 
in the cost of labour, the impact of high wages on employment may : 
be xatber atrverse particularly when fhe marginal productivity of 
laibour is low as m the case of the densely populated underdeveloped 
•economies. All these implications need to be examined one by one 
with a view to understand the validity or otherwise of the proposition 
that there cannot be an increase in the welfare of the w'orkersasa 
-whole in the conditions of an underdeveloped economy. 
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Prtma facie one must concede to the proposition that limita- 
tions of the size of the net national product in the context of a 
backward economy are much too severe to permit a general increase 
in the welfare of the workers as a whole Attempts at redistributing 
the national income tn the state of backwardness of the underdeve- 
loped countries would result in conferring certain benefits on a 
certain class of workers and not on the workers as a whole One 
cannot escape the limitations imposed by the low level of the national 
income and therefore, a general rise in real wages of a significant 
character is impossible of achievement even if egalitarian measures 
of the extreme type be enforced by the government This argument 
holds particularly when there is a siatic economy with a stagnant 
income and here exactly lies the fallacy of the reasoning which the 
proposition contains 

If the underdeveloped densely populated country in question 
is achieving a rapid improvement in the size of the national income 
as in the case of quite many of the underdeveloped countries today 
there is really no reason why welfarism should benefit a certain 
class of workers at the cost of others The tie is not there between 
the intra-class conflicts of the workers themselves but it exists between 
the workers and the capitalists The inter class conflict is made to 
look like the intra class conflict as between the privileged and the 
non privileged workers on the assumption that the privilege of the 
capitalist classes would remain untouched The question that 
immediately comes up when we took at the problem from the view- 
point of labour is that an increasing share of the extra income that 
is being generated in a growing economy year after year could 
possibly go to the workers as a whole Why should there be a 
presumption that real wages in general would remain stagnant where- 
as profits, rent and interest would increase with the growth of the 
economy It is possihle and legitimate to conceive of the welfare of 
the workers as a whole as the economy develops further The con- 
tention of the proposition would be really \alid only if the size of 
the net national product is assured to remain stagnant at a low level 
but it is doubtful whether an assumption of this type is really war- 
ranted The conclusion that is based on the assumption ot a perma- 
nent state of backwardness would obviously be wrong 

The second possible interpretation of the proposition could be 
made in terms of the increase in the cost of labour because of 
welfarism and the consequences thereof It is no doubt true that 
the densely populated underdeveloped countries have a large volume 
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of unemployed and underemployed persons and in case the cost of 
labour increases because of welfarism, the employers might think in., 
terms of substitution of capital for labour wherever such substitution , 
is feasible or they might just perfer to hold their savings idle if the 
cost of labour is so much as to be a disincentive t o invest. The 
former entails a comparison between the relative cost of labour as 
against capital and the latter necessitates a consideration of the exact 
increase in the cost of production caused by welfarism. In spite of 
all the welfare measures which are currently being undertaken ia the 
underdeveloped countries, the cost of labour per unit of production 
is likely to be much lower than the cost of capital in view of the 
enormously high rates of interest that exist in the underdeveloped 
countries. The wage rates that now prevail for the various cate- 
gories of labor are so low that no amount of so-called welfarism 
would bring about a big rise in the cost of labour. The so-called 
welfare measures do nothing excepting to blunt a little the edges of 
exploitation. The prosperity of the “U” sector would progress by 
leaps and bounds even when there is a semblance of improvement ia 
the conditions of workers because of the increasing profit opportuni- 
ties under the inflationary conditions of a growing economy. The 
marginal efficiency of capital is bound to improve in a developing 
enonomy in spite of the so-called welfare measures and hence there 
appears to be no reason to believe that the rising cost of labour 
would be a disincentive to investment. If investment continues 
unobstructed, the welfare of a certain class of workers need not push 
up the cost of labour so much as to come in the way of additional 
employment. The crucial factor is the expected rate of profits and 
so long as the employers continue to make a profit in spite of better 
wages, it is difficult to see how welfarism benefits a particular class 
of workers at the cost of other. 

In fact welfarism would be a means to improve the demand for 
wage-goods and hence, the profit of the producers of wage-goods. 

It must clearly be realised that not all the wage-goods are inelastic 
in supply. The stimulus of an increase in the demand for wage-goods 
would evoke better supplies of many a commodity and therefore, 
one need not entertain any exaggerated fears about a possible acute ^ 
shortage of wage-goods which hits hard the workers as a whole, 
because of the effort of some workers to get better wages. In a 
developing economy there is no reason why there should not be a 
betterment in the real wages of the working class as a whole. The 
contention of the proposition seems to be rather unwarranted unless 


KEYNES’ THREE BASIC FACTORS 


17 


one assumes a more or less stagnant economy 
POINTS TO REMEMBER 

1 The mam contention of the proposition is that welfarism for 
the working class as a whole is not compatible in the conditions of 
underdevelopment 

2 There is some truth m this proposition if one assumes a 
totally static economy with no growth m the net national income 

3 One must also assume that the share of the rentiers would 
continue to remain as high as ever 

4 Both these assumptions are not warranted There can be a 
big improvement in the national income and also a big cut in the share 
of the non working classes 

5 There is no reason, therefore why there should not be an 
improvement in the conditions of the working class as a whole 

6 In spite of welfarism lobour would be cheaper than capital 
under the conditions of a densely populated backward economy and 
hence there is no fear of substitution of capital for labour 

7 Many of the wage goods are elastic in supply and hence , 
better supplies can bring about an improvement in the conditions of the 
workers as a whole 


Q. “While Keynes’ three basic factors, the propensity 
to consume, the marginal efficiency of capital and the inter- 
est rate are independent variables, they are nevertheless 
closely inter related ” Develop this statement 

/ Mysore 1957} 

Ans The three concepts of the propensity to consume, the 
marginal efficiency of capital and the rate of interest constitute the 
edifice of the whole Keynesian model of income and employment 
These factors are independent variables of the system in the sense 
that one is not functionally related to the other But still they are 
inter dependent variables in the sense that they together determ ue 


TUG— 2 
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the levels of income and employment in the community and a change 
in one variable has its repercussions upon the other two variables. 
As Keynes has put it : "These determinants (rate of interest, margi- 
nal efficiency of capital and the propensity to cousume) are, indeed, 
themselves complex and each is capable of being affected by pros- 
pective changes in all others But they remain independent in the 
sense that their values cannot be inferred from one another.” 1 

Now let us see how they are inter-related and how they together 
determine the aggregate income and employment. 

The rate ot interest, according to Keynes, is determined by the 
supply of money in conjunction with the demand for money. The 
supply of money is determined by the banking system and can be 
taken to be given at any point of time. The demand for money may 
be of three types, (a) transaction demand, ( b ) precautionary demand, 
and (c) speculative demand. The first two types of demand for 
money are insensitive to changes in the rate of interest and sensitive 
to changes in the levfcl of income while the speculative demand for 
money is highly interest-elastic * If M be the supply of money, y 
the level of income and r the rate of interest, we have the relation, 
called the Liquidity Function, 

M=/(r,y). 

It is conceived that the demand for money rises with an increase in 
income and falls with an increase in the rate of interest. 



Fig. I. 


1 . Keynes — General Theory, p. 1 84. 

2 . See Answer to Question No. 3. 
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This functional relationship has been represented m Fig 1 The 
supply and demand for money are represented on the x axis and the 
rate of interest on the y axis 

Let the total quantity of money in circulation be OM which is 
given and constant and that is why the supply curve of money is a 
vertical straight line QM Let LP y be the liquidity preference 
schedule at a given level of income > It slopes downward showing 
that the demand for money rises with a fall in the rate of interest 
and vice versa The rate of interest r is determined at the point P 
where the supply of money is exactly equal to the demand for 
money Now let the level of income rise to y and on account of 
this the liquidity preference schedule rises to LP/ The rate of 
interest rises to r where the supply of money again equals the 
demand for money 

The propensity to consume means, in plain language the desire 
of the people to spend their income on consumption goods 

What arc the factors upon which the propensity to consume 
depends ? The single fundamental determinant of the propensity to 
■consume is the level of real income There is a positive correlation 
between consumption and income As the level of income rises, the 
people have a stronger tendency to consume and vice versa But it is 
significant to note that when the income increases, the consumption 
does not rise by the full amount of the increase in income Keynes 
contends that when income rises, the consumption increases by less 
than proportionate increase m income To put it technically, the 
“marginal propensity to consume’ is Jess than unity The marginal 
propensity to consume is the ratio of the change in consumption to 
the given change in income The marginal propensity to consume 
being less than unity implies that when income, for instance, increases 
by 80%, lbe consumption increases by Jess than 80° o say, 60% so 

that the marginal propensity to consume is equal to 60%/80% or 75 

Similarly when income decreases, say, by 30%, the consumption 
decreases by 20%, the marginal propensity to consume is equal to 
20%/30% or 66 The maintenance of consumption at a level higher 
than the fall in income is made possible by the drawing down of the 
past savings 

The propensity to consume afso depends upon the rate of 
interest But the relationship between the propensity to consume 
and the rate of interest is, however, remote and indirect 1 It is 

1 Kurihara '-Introduction to Keynesian Dynamics, p 40 
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postulated that a rise in the rate of interest by increasing the 
propensity to save weakens the propensity to consume. If C be the 
aggregate consumption, y the level of income and r the rate of 
interest, we have the relation called the Consumption Function, 

C =f[y, r). 

Assuming that the rate of interest is given and constant, the 
relation between income and consumption has been represented in 
Fig. 2. 

In the diagram, ON represents the “Null Line” or the zero- 
saving line showing that at all the levels of income, consumption is 



Fig 2 ‘Income 


exactly equal to income. In this case, the marginal propensity to 
consume is equal to unity. This line serves as a standard. The line 
(it may be a curve also) MC represents the actual propensity to 
consume.. To the left of P, it is above the Null Line indicating 
negative savings, i.e„ when income falls, the consumption does not 
fall by the amount but less than the reduction in income. Beyond 
P, theie aie positive savings— but MC lies below to the right of the- 
Null Line showing that when income rises, the consumption increases 
by less than the rise in income. The line MC does not start from 
the origin O, because when the income is zero, the consumption is 
not nil. 1 

The Marginal Efficiency of Capital is defined by Keynes as 
“that rate of discount which would make the present value of the- 
senes of annuities given by the returns expected from the capital 
asset during its life just equal to its supply price.” 2 . In plain 


1 . Kurihara — Op. cn , p. 32. 

2. Keynes-\Op. p. 135. 
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language the marginal efficiency of capital means the expected rate of 
returns or profit by the investors over the life time of capital asset 
The level of investment is determined at the point where the 
marginal efficiency of capital is equal to the rate of interest If I be 
the volume of investment, r the rate of interest and C the volume of 
consumption, then we have the relation, I=i(r, C) It is postulated 
that a fall in the rate of interest increases the marginal efficiency of 
capital relatively to the rate of interest while a fall in consumption 
reduces it 

The supply of money m conjunction with the demand for 
money determines the rate of interest, given the level of income 



Fig 3 Fig 4 

The given level of income together with the rate of interest deter- 
mines the consumption The volume of consumption and the rate of 
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interest determine together the level of investment. If the level of 
investment corresponds to the point where the marginal efficiency of 
capital is equal to the rate of interest, the system is in equilibrium,, 
otherwise changes would take place in the variables until they are 
equal to each other. This process of causation has been explained in 
Figures 3, 4 and 5. 

In Fig. 3, the L) curves represent the liquidity preference- 
schedules at different levels of income. Given the level of income 
J' 0 , the supply of money M and demand for M determine the rate of 
interest r 0 . In Fig. 4, the r curves show the levels of consumption at 
different rates of interest. The given level of income y 0 and the 
rate of interest r„ determine the consumption C. In Fig. 5, the rate 
of interest r„ and the consumption C 0 determine the volume of 
investment I 0 . 

It is thus clear that there is a close inter-dependence among the- 
three apparently independent variables 1 . 

POINTS TO REMEMBER 

1. The three fundamental variables of the Keynesian system, the 
rate of interest , propensity to consume and the marginal efficiency of 
capital are independent m the sense that they are not functionally 
related to one another. 

2. But they are inter-dependent because they act and icact upon 
one another and thus determine the Iciels of income and employment. 

SELECT READINGS 

I. Keynes : General Theory, Ch. XVIII. 

2 Hansen : Guide to Keynes, Ch II, pp. J65-169 

3 Lange, Oscar : Theory of Interest and the Optimum Propensity to 
Consume, Readings m Monetary Theory (A E.A.) 


I Keynes, in fact, makes the rate of interest an independent variable 
( General Theory, p. 24) But this is wrong His mistake follows from the fact 
that he often, perhaps gererally, made the rate of interest depend exclusively orr K 
liquidity preference and the quantity of money. Here indeed "he makes the rate 
of interest serve as an independent variable in place of two underlying functions, 
liquidity preference and supply of money, which are supposed to fix the rate of 
interest In fact, the rate of interest is a determinant, not a determinate. The 
rate of interest and the national income are together mutually determined by the- 
three basic functions listed above, together with the quantity of money. (Hansen,. 

A Guide to Keynes, p. 165). 
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6 

Q,, Examine the effect of a general wage cut on the 
volume of employment ( Delhi 1960) 

“It is impossible to increase employment through a 
reduction in money wages ” Give reasons for your answer, 

( Gauhati 1959) 

Ans According to the classical school, the basic determinant 
of the volume of employment at any time is the level of wages In 
a competitive economic system, the classicists contended, where the 
wage rate is determined by the free play of the forces of supply of 
labour and demand for labour, the possibility of any permanent 
unemployment is ruled out For, if there is unemployment, i e , if 
the supply of labour is greater than the demand for labour at any 
time, the market rate of wages would fall until the supply equals 
demand, i e , there is full employment From this it wa* deduced 
that if unemployment continues for a long time, it must be due to 
wage rigidity on account of imperfection in the labour market From 
this analysis it followed that in a situation of large-scale unemploy- 
ment which is usually associated with a depression, the appropriate 
remedy is a general wage cut 

This view has been vehemently challenged by Keynes in his 
General Theory of Employment Interest and Money (Ch 19) 
According to Keynes, the basic flaw in the classical scheme is the 
implicit hypothesis that when there is a general reduction in wages, 
the aggregate volume of “effective demand” remains unaltered This 
assumption may be valid m the case of a particular firm or industry 
but to apply this to the economy as the whole would be a great 
mistake Therefore, according to Keynes, “the precise question at 
issue is whether the reduction in money wages will or will not be 
accompanied by the same aggregate effective demand as before ” l 

Keynes contends that a general wage cut will affect the aggre- 
gate effective demand through the Consumption Function, Invest- 
ment Function and the Liquidity Function In the first place, a 
general wage-cut implies a redistribution of income in favour of tbe 


) Keynes — General Theory of Employment, Interest and Money, p 259 
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profit-makers and against the wage and salary-earners. In other 
words, the income of the low-consuming class would be increased 
and that of the high-consuming class would be reduced. The result 
would, therefore, be a decline in the aggregate consumption. Secondly, 
if the cut in wages happens to be one not expected to be followed by 
further reductions, the Investment Function will be favourably 
affected. A cut in money wages, prices remaining the same or 
falling in a proportion less than the cut in wages, reduces the cost of 
production and expands the profit-margin. An increase in profits 
stimulates investment. A once for all wage-cut is, however, hardly a 
practicable proposition in a democratic set-up with strong trade 
unions. A slowly sagging wage-level which is most probable in a 
democratic set-up, would have a highly adverse impact upon the 
marginal efficiency of capital and the level of investment. The entre- 
preneurs would postpone investment in the expectation of further 
wage-cuts in future. Thirdly, the impact of a general wage-cut upon 
the liquidity function is, however, likely to be favourable. A fall in 
wages would normally be accompanied by a fall in prices. Lower 
wages and lower prices would reduce the “transaction demand” for 
money. Assuming that the total quantity of money in circulation 
remains constant the reduction in the transaction demand for money 
would increase the amount of money available for the ‘ speculative" 
Purpose and this will tend to lower the rate of interest. But as 
cynes contends, the same effect can be created much more easily by 
an increase in the quantity of money. 


There are certain additional grounds on which a flexible 
monetary policy is to be preferred to a flexible wage policy. Firstly, 
a Poicy of general wage-cut,evenifthetradeunionscouldbeper- 
suaded to accept, goes against the democratic idea 1 * of social justice. 

u , ,nC ° meS and Particularly the rentiers receiving income 

Irom bonds and other forms of contractual securities would gain a 
real advantage at the expense of the working class. Secondl ,a lower 

conse fl uen t upon the wage-cut increases the real burden 
of both the private and public debts. If the public debt is very 
heavy, this becomes a major objection to any deflationary policy 
like wage and price reductions 1 Thirdly, in the case of an unclosed 
system, a reduction of money wages, though it improves the balance 
of trade is likely to worsen the terms of trade and th’<s there will be 
a reduction in the real income 9 . 


1- Keynes— op c«.,p 268. 

2. Keynes— op cu , p 263. 
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A reduction in the rate of interest, on the other hand, is within 
the easy reach of the monetary authority and its impact on the level 
of employment i in the volume of investment is much more direct 
and immediate 

Keynes, while writing his General Theory did not consider the 
“Pigou effect ’ 1 2 But the Keynesian conclusions are in no way 
impaired by this 

Prof Pigou has introduced into the classical saving function 
an additional variable namely, ‘the real value of cash balances’ This 
■S=F (r, >, M/P), where i is the rate of interest y the level of income, 
M the quantity of money in circulation and P the average price level 
so that M/P is the real value of cash balances By basing his ana- 
lysis on the assumption that a higher real value of cash balances is 
associated with a lower propensity to save, Pigou contends that 
falling wages and falling prices by raising the real value of cash 
balances would step up the aggregate consumption An increase in 
consumption would lead to full employment through an increase in 
investment 

It has been rightly contended by Prof K K Kurihara that 
the falling wages and prices instead of promoting consumption may 
strengthen the propensity to save “For with wages and prices 
declining unhindered, consumers’ over-all asset position can b* so 
impaired as to strengthen their desire to add more to their assets and 
less to their consumption, especially if the real value of consumer dur- 
ables is reduced much more than that of liquid assets is increased ” s 
Prof Patinkin, on the other band, has emphasized that the possible 
stimulating effect of larger real cash balances on consumption mav 
be offset by the discouraging effect of increased debt burden (in real 
terms) on consumption due to lower prices, to leave the net effect 
negligible, if any 3 

Prof Oscar Lange had set the problem whether a general cut 
in money wages is capable of ensuring full employment m the frame- 
work of the general equilibrium analysis He considers wage 
flexibility as a special case of the general theory of price flexibility 
A and analyses the conditions under which wage flexibility may be 
successful in restoring full employment equilibrium 4 

1 N Kaldor— Prof Pigou on Money Wages in Relation to Unemp]o> 
mem. Economic Journo] J937 

2 Kurihara K K — Iniroduct on to Keynesian Dynamics, p 169 

3 Kurihara— Op ci/,p 169 

4 Oscar Lange — Price Flexibility and Foil Employment, Cfc I, 
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Let there be unemployment of a factor of production. If the 
factor price is flexible, it would fall which would generate two effects. 
First, the prices of all other factors being constant, a fall in the price 
of the unemployed factor induces a substitution of this factor for 
other factors. This is called the “substitution effect”. Secondly, 
the marginal cost of the commodities into the production of which 
this factor enters would fall. The price of products remaining cons- 
tant, this would cause an expansion in output and, therefore, increase 
the demand for the unemployed factor. This is described by Lange 
as the “expansion effect”. 

So far, the prices of the other factors and other commodities 
have been assumed to remain constant but they are also subject to 
variations. When the unemployed factor is substituted for other 
factors, the demand for other factors falls and, therefore, their prices. 
The substitution effect can take place only when the prices of the 
other factors fall less than in proportion to the fall in the price of the 
unemployed factor. Similarly, the expansion effect can materialise 
only when the prices of the commodities produced with the unemp- 
loyed factor fall less than in proportion to the fall in marginal 
cost. 

Under what circumstances will these happen 7 Lange’s answer 
to this is that the “monetary effect” should be present and it should 
be positive. He defines monetary effect as “the reaction of the 
community to a proportional change in all prices, i.e., whether the 
community reacts by a substitution of goods for money or by a 
substitution of money for goods.” The monetary effect is said to be 
positive when “a proportional fall of all prices causes a substitution 
of goods for money and vice versa". 

That a positive monetary effect is essential if the reduction in 
the price of a factor of productiou is to be successful in restoring 
full employment can be seen by considering what would happen in 
a situation where the monetary effect is absent or is negative. Let 
the prices of all the factors and products fall in the same proportion 
as the price of the unemployed factor. There will be nosubstitu- 
\yu?. 1 fts&sr fc* fe/Aws v, ssTtt 'jws/i’i/A far 

another nor will there be any expansion in the output because the 
product prices fall in exactly the same proportion as the factor 
prices. If, on the other hand, the monetary effect is negative, both 
the substitution and expansion effects would be negative feading to 
_an increase in unemployment. 
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Thus from this we can conclude that a general cut in money 
wages would be capable of restoring full employment of labour only 
if the monetary effect is present and is positive 
POINTS TO REMEMBER 

1 A general wage-cut is the appropriate remedy foi unemploy- 
ment and depression is the central tenet of the classical theory of 
employment 

2 Keynes challenges this thesis on the giound that a general 
wage cut could adversely affect the aggregate t olume of effective 
demand and, therefore, employment 

3 Pigou s contention that falling wages and pines would en- 
courage consumption does not hold much water 

4 Lange considers the problem in the context of general 
equilibrium analysis and concludes that a policy of wage-cut can 
restore full employment only if the monetary effect is present and is 
posit tie 

SELECT READINGS 

1 Kaldor N Prof Pigou on Monev Wages m Relation to Unemp- 
loyment, Economic Journal 1937 

2 Keynes JM General Theory, Ch 19 

3 Kunhara K K Introduction to Keynesian Dynamics Ch 10 
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Q, “So long as there is unemployment, employment 
will change in the same proportion as the quantity of money 
and when there is full employment, prices will chanjje in the* 
same proportion as the quantity of money ” Discuss 

{Bombay 1957) 

Ans What precisely ts the relationship between the quantity 
of money m circulation, and the volume of employmant and the- 
general level of prices has been one of the principle topics of the 
General Theory of Keynes The General Theory contends that the- 
volume of employment in the p re-' full employment’ period varies 
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•directly in proportion to the change in the quantity of money. 
Similarly, it is held that the general level of prices afler the attain- 
ment of “full-employment” changes directly in proportion to the 
change in the quantity of money. It is clear, there are two points 
wnich need to be carefully examined — (*) The relationship between 
money and employment, and (ii) the relationship between money 
and prices. Both have to be analysed on the basis of the assump- 
tion that “full-employment” has already been attained because 
currently we are concened with only one stage of the General 
Theory. The conception of “full-employment” that is relevant has 
to be taken in the context of a de\eloped economy with a major 
industrial sector from the angle of employment as well as output. 

Keynes in his General Theory was trying to analyse the forces 
which determine output and employment in an economy. For this 
purpose, he confined himself only to a developed unplanned free 
enterprise economy. Further he limited himself to the analysis of 
determination of output and employment in the short period only 
•which necessitated that he should assume a given supply of produc- 
tive resources, a given technology and organisational structure. A 
developed free enterprise economy implied an organised sensitive 
money and financial market, a developed commercial banking system 
and a high degree of mobility of labour. 

In the context of such an economy Keynes was to find out the 
•causes which limited the working of the economy down to a chronic 
less than “full-employment” position. The classical economists 
•would not have been able to find out any explanation why such an 
economy could e\er remain at less than full employment for a 
•reasonably long time. But Keynes was no believer in Say’s law of 
markets according to which supply creates its own demand. Rather, 
he started from the fundamentals and found that Say’s law should 
have no sanctity for the economist because deficiency of effective 
■demand was a regular feature of the developed economies. 

We find that though Keynes was more concerned with the 
•causes of this deficiency of effective demand which forced the 
•economy to remain at less than full employment position, he was 
.aware of the fact that at times the economy may be pushed beyond 
• full employment position by artificial means. In such a situation 
not real employment and income but prices will rise. For a fuller 
Analysis, therefore, we discuss in brief what according to Keynes 
•causes unemployment, how this unemployment can be remedied and 



EMPLOYMENT, QUANTITY OF MONEY AND PRICES 


29 


what happens when our measures are stronger than required by the 
circumstances 

First of all, it must be noted that by “full employment” Keynes 
means absence of involuntary unemployment Functional unemploy- 
ment and voluntary unemployment are permissible in Keynesiaa 
system just as they are allowed in the classical system but once 
full-employment is reached so that all those who want to get 
employment at the going wage rate are able to find jobs, further 
pushing of the forces which brought about this full employment will 
not be able to further increase employment and income With the 
existence of unemployment, by definition, an excess capacity in the 
sense of unemployed resources exists and, therefore, increasing 
employment will mean increasing real employment as well as real 
income and output But once full employment is reached, further 
increase in demand for factors of production will only mean raising 
their prices, increase in employment only in money terms and 
increase in output only in so far as their monetary value is con- 
cerned 

The causes of unemployment in a developed economy are found 
N by Keynes in the deficiency of effective demand The interaction 
of aggregate supply schedule and aggregate demand schedule deter- 
mines the “particular volume of output at which sale proceeds equal 
aggregate cost says Hansen in Guide to Keynes (p 29) But this 
output may not be the full employment output if the aggregate 
demand is not enough According to Keynes, this aggregate demand 
is the sum total of consumption demand and investment demand 
and so long as the sum of these two is not enough to call for full 
employment of resources of the economy, there will be unemploy- 
ment which can be eradicated by increasing this aggregate demand 
Keynes analyses the causes which lead to the tendency of this 
aggregate demand remaining less than the required magnitude The 
causes are found in falling marginal propensity to consume and 
falling marginal efficiency of capital With rising income marginal 
propensity to consume falls so that the gap bet www The jntaJ .demand 
^needed for sale of all the supply and the actual demand for con- 
sumption purposes goes on increasing both in absolute as well as 
relative terms This gap can be filled up only through investment 
demand which, however, is a function of the rate of interest and the 
marginal efficiency of capital Now, it so happens that with rising 
investment and income marginal efficiency of capital also falls 
because with given productive resources etc , the opportunities for 
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further profitable investment decline and the investors feel that it is 
now less profitable to make further investments. The result is that 
while we needed an ever-increasing investment to fill up the increas- 
ing gap between the effective demand and the aggregated supply 
price, investment tends to lag behind because of falling marginal 
efficiency of capital. 

The remedy is simple. We should increase the aggregate 
demand so that the supply which full employment of the economy 
is able to provide can be so d profitably. To increase aggregate 
demand Keynes suggests creation of new purchasing power by 
deficit financing by the state, by public works programmes etc. It 
is here that we come to his famous remedy of increasing employ- 
ment in the economy by increasing money supply. According to 
Keynes, investment is a function of the rate of interest and margi- 
nal efficiency of capital. Now, given marginal efficiency of capital, 
investment can be increased by reducing the rate of interest. And 
Tate of interest is determined by liquidity preference and the supply 
of money. Hence by increasing the supply of money it should be 
possible for the monetary authorities to reduce rate of interest and 
thereby increase investment leading to increased demand, employ- 7 
ment and output. 

Now, if we increase the supply of money when there is less 
than fulll employment in the economy, income and employment 
will increase and the multiplier process will come into action. But 
multiplier works in such a way that increase in income and employ- 
ment tapers off at the end unless further stimulus is provided. 
However, the economy has a number of sectors and sub-sectors, 
and quite often, at an early stage further investment in some of 
them is required. In other words, the acceleration process comes 
into being. This investment, however, needs finance which can be 
provided if more money is created. As existing supply of money 
is being utilised for existing flow of income and employment, 
further investment will be facilitated if more money supply is creat- 
ed. And once new investment is made, excess capacity will be created 
nta kcag it possible for the multiplier to worit again and increased 
employment. Thus, so long as there is less than full employment, 
increasing supply of money will be able to increase employment 
either through multiplier action or through accelerator or both. 
Also we can say that in the case of less than full employment situa- 
tions injection of extra money means direct addition to money 
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income and by virtue of excess capacity direct addition to real 
employment and income by creating extra demand 

The difficulty arises when the economy reaches the stage of full 
employment At this stage by definition output becomes rigid and 
so does employment Effective demand may still be increased by 
increasing momy supply and by creating more of purchasing power, 
but here the multiplier will be able to create only more of money 
income There is no excess capacity and no involuntary unemploy- 
ment at going wage rate and hence employment cannot be increased 
Increased money supply and hence increased demand will only 
manifest itself in terms of increased prices Since on the one hand 
the flow of money income will be increasing and on the other the 
flow of goods and services will be practically the same the result 
will be a me in prices We can say that beyond full employment 
the multiplier will start dissipating itself into a rise in prices Prior 
to full employment real income multiplier, money income multiplier 
and employment multiplier were the same now wc shall have to 
distinguish between the three Increasing money supply, once full 
employment has b>-en reached, will mean rising money demand in 
the face of constant flow of goods and services resulting in increased 
puces all round Factors will also rise in prices, including wage 
rates It is, however not necessary that full employment level 
.should be an absolutely rigid level It is quite possible that with 
rising wage rates of the labourers who were unwilling to offer 
themselves for employment at the going wage rates now offer 
themselves for employment when wage rates have risen This 
increase in wage rate may not be real in the sense that this may 
not represent a real rise m wage rate, rather it may represent an 
actual decline m real wages if prices of consumption goods are rising 
more than money wages as is almost inevitably going to be the 
case Money illusion may be present under the impact of which 
more workers now offer themselves for employment Due to this 
reason employment may increase somewhat beyond the original level 
sfi fa»Vi «nfftojme7A Yrtft. ycitfci v> tmVy a •rempotary thing "We can 
a «ven say that the attainment of full employment strained the eco- 
nomy to push its full employment ceiling somewhat upwards 

But this points sharply to the fact that it would be wrong to 
state that beyond full employment money supply will raise the 
prices m ttie same proportion If full employment ceiling can be 
raised, if real output can be somewhat increased, prices will,°to that 
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extent, fail to register an increase. But anticipation of rising prices 
may lead to increased velocity of circulation of money causing a 
more than proportionate increase in prices. Similary, before full 
employment the operation of time lags in the production field can 
raise the prices somewhat, obstructing a proportionate increase ia 
real income and real employment. 

Hence, we can conclude that though in a simple manner it is 
correct to say that before full employment increasing money supply 
raises emplojment in the same proportion while beyond full employ- 
ment, it raises prices in that proportion, we must keep in mind 
that this is only a simplified truth. In actual practice, even before 
general full emplojment is reached, it is quite logical to assume that 
there will be some industries where full employment will have reach- 
ed, so that in their case acceleration prices will start working and 
in the presence of time lags in the increasing of resources etc., it is 
quite natural that factor prices in those sectors should go up. Again, 
with rising investment in those sectors it is not necessary that output 
should increase instantaneously and at constant returns so that prices 
can rise. However, a general price rise in almost all the sectors 
will take place when full employment in all the sectors has been 
reached and therefore it will not be possible to increase employment 
further in any appreciable way. The only result will be a general 
rise in prices. To quote Keynes, ‘‘Thus if there is perefectly elastic 
supply so long as there is unemployment, and perfectly inelastic 
supply as full employment is reached, and if effective demand 
changes in the same proportion as the quantity of money, the Quan- 
tity Theory of Money can be enunciated as follows So long as- 
there is unemployment, employment will change in the same propor- 
tion as the quantity of money , and when there is full employment 
prices will change in the same proportion as the quantity of money.” 

( General Theory , pp. 295-296.) 

The conclusion which emerges is that employment, output and 
prices are closely connected with the quantity of money in circula- 
tion, especially so, after the attainment of "full employment” and ict 
the short period. In the monetised industrial economies which 
function under the motivation of maximisation of private profits,, 
the lure of amassing "currency notes” becomes so powerful that 
money plays a decisively active role in the determination of the level 
of economic activity. The role of money after the attainment of 
"full employment” is particulary significant. It reveals the Iimita- 
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tions of playing on the monetary mechanism with a view to stabilise 
or promote economic activity and this is particularly relevant in the 
cont xt of the backward economies which find themselves at a level 
of full employment at extremely low levels of productivity In the 
backward economies, the advisability or otherwise of large-scale 
deficit financing could be analysed only in the light of the Keynesian 
analysis with respect to employment, output and prices 

POINTS TO REMEMBER 

1 Keynes confined himself to only developed free enterprise 
economies in the short period 

2 Here , Keynes found that Say's law may not operate, leading 
(o a ehromte under full employment because of falling marginal 
propensity to consume and falling marginal efficiency of capital The 
result ts that aggregate demand is not enough to match aggregate 
supply price at full employment 

3 Because of the existence of unemployed resources and high 
mobility of factors of production increasing money supply will 
increase demand , money income and hence real income and employ 
ment 


4 But beyond full employment real output and employment 
cannot be increased, so increased money supply only increases prices 
Multiplier dissipates itself m the rising prices 

5 But in this simplified picture if we incorporate sectoral full 
employment, acceleration principle and the possibility of increasing the 
supply of factors to some extent beyond full employment we see that 
even before full employment prices may rise somewhat and even beyond 
full employment, they may not rise m the same proportion or they 
may rise more than proportionately due to increased velocity of circula- 
tion of money 
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Q_. “There exists in developed capitalist societies a 
mechanism whereby starting from a position of serious un- 
employment, full employment tends to be achieved.” Discuss, 

{Delhi 1965) 

Ans. The point to investigate is the nature of the mechanism 
■which ts supposed to exist in all developed capitalist societies to 
raise the economy from a situation in which there is serious 
■unemployment to the state of full employment, presumably without 
the intervention of the government This is the classical view of 
the working of capitalist societies which propounds the belief that 
there is a certain automatic adjustment of things when the economy 
•works on the basis of Free and uninhibited private eirerppss. 
The classical thinkers like Adam Smith and Ricardo advoerte a 
policy of laisses faire on the part of the state on the basis of 
their belief that capitalist societies normally work at the level of 
full employment excepting for certain lapses during bad times. 
The spell of these bad periods is, however, held to be quite brieF 
because of ihe natural and spontaneous buoyancy imparted to 
economic activity once again after the lull of the slumps. This 
sort of a belief held sway over the minds of the people in the 
western world right up to the depression of the thirties. The 
depression of the thirties, hoWever, was so deep and so disastrous 
in its impact on the level of economic activity that the traditional 
faith in the automatic correction of the chronic deficiency of 
demand started shaking and eyentually the thought process 
culminated in the General Theory of Employment, Interest and 
Money of Keynes in the year l r 36. This book undermines the 
very foundations of the classical assumptions with regard To the 
working of a capitalist society, and builds up a strong case for 
active state intervention to restore full employment. It is essential 
to know how and why the classical thinkers felt that there exists 
in developed capitalist societies a certain mechanism whereby starting 
from a situation of serious unemployment, the economy rises again 
to a state of full employment. 

It must be remembered that the classical thought has its roots 
in the economic history of Western Europe and especially of Britain 
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of the 19th century This was a century of tremendous progress, a 
big lead forward in the direction of unprecedented expansion of 
economic activity This was the period when science and technology 
opened up new vistas of progress, discoveries and inventions imparted 
a deep sense of confidence, colonisation of new lands made it easy 
to find access to almost inexhaustible sources of the supply of raw 
materials and labour and ever expanding markets for the industrial 
•commodities and the charm and spell of the Industrial Revolution 
lulled people into the strong belief that the era of the millennium 
bad already dawned in Europe The thinkers of the day could 
not just understand how there could possibly be a long lapse from 
the state of full employment The beliefs of the day reflected the 
objective economic situation as it obtained at the time of the Indus- 
trial Revolution and sometime thereafter This belief continued to 
hold sway till there was a challenge in the objective economic environ- 
ment of the thirties 

Apart from the hopeful atmosphere of the times, there was 
•some academic basis as well for the belief that there exists some 
automatic mechanism in advanced capitalist societies to lift the 
economy from the morass of a state of serious unemployment The 
academic basis was S ly s law of demand which states that supply 
creates its own demand Say seems to contend that demand defici- 
encies could always be explained in terms of supply deficiencies 
In accordance with the implications of this law, the supply of com- 
modities naturally presupposes the demand for labour at a certain 
level of wages and, as the workers get employed, they do two things — 
(a) they produce certain commodities and (b) they earn a certain 
income by way of wages When this reasoning is applied to the 
entire economy, it follows that income is generated simultaneously 
with the production of commodities — in fact, in the very process of 
production of commodities The income thus generated can create 
■demand adequately to absorb all that is produced Say’s law does 
not just recognize in principle the possibility of a chronic deficiency 
-of demand for commodities and hence, the demand for labour, so 
long as the supply lines continue to work Say’s law brings to 
limelight one of the vital truths about the relationship between 
supply and demand Both feed each other in a relationship of 
mutuality of cause and effect The classical thinkers assumed the 
implicit validity oi this law and argued that a lapse from a state of 
full employment must be of a purely temporary character They could 
not concene of any unemployment, save for frictional reasons 
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needless suffering in society which could be eliminated with appro t 
pnate measures Keynes emphasised his view point with pointed 
reference to the employment creating aspects of the construction 
of pyramids He said it is better to fill empty bottles with currency 
notes, bury them deep down and auction the same for re excavation 
so that workers may be employed The point of his thinking is 
that the state should keep a close watch on the economic situation 
and on the slightest signs of a depression should launch on a public 
■works programme The state does not have to go the full length 
to solve the problems of unemployment since the multiplier effects 
would do the job once the initial steps are taken There is no such 
thing, according to him, as a self-adjusting mechanism 
POINTS TO REMEMBER 

1 The point Jo investigate is the self adjusting nature of the 
mechanism of capitalism to move to a state of full employment 

2 This classical belief seems to be founded on the actual econo 
mtc experience of the 19th century and the law of demand as put forth 
by J B Say 

3 Say's law says that supply creates its own demand and so 
long as supply lines are working there need not be any deficicn y of 
demand 

4 Demand for labour is born out of the demand for commodities 
and hence, so long as commodities are in demand, there need not be any 
unemployment 

5 Say s law ignores the difficulties arising out of the concentrd 
tion of wealth 

6 Marx thought that demand deficiency would be of a chronic 
Stature 

7 Keynes believes that the state must take some positive checks 
to prevent the deterioration of the problem of unemployment 
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Q, “The Keynesian theory is a general theory of income 
determination It is valid for a developed as well as an 



38 


TULL VIEW AT A GLANCE 


underdeveloped economy," Discuss. Is there a case for d 
Separate theory for an underdeveloped economy ? 

( Bombay 1958) 

t US ' Keynesian analysis has the unique distinction of shaking 
the believers in the infallibility of classical economic thought out 
of their smug complacency. The protagonists of classical economics, 
including Marshall and Pigou, presumed that the system oTlaissez 
foire was the best under all circumstances and that the disturbances 
and dislocation caused by the ups and dawns of business would 
automatically be set right by some ‘invisible hand’. In accordance 
wjth the tradition handed down to them, right from the days of Adam 
Smith, they were firm believers in ‘nature cure’ for the ills of tbc 
economic organism. The ebb and flow of economic activities appear- 
ed to them nothing more than a passing phase in the eternal march 
ot man to progress and prosperity. 
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in stabilising the economy 

The question that comes up at this juncture is about the extent 
to which the Keynesian mode of thought could usefully be applied 
for a planned development of underdeveloped economies The first 
point to notice is the fact that laissez fair is no longer accepted in 
any underdeveloped area of the world as a dependable way of 
developing the economy Planning which was supposed to be mainly 
a totalitarian technique of economic development, has now come to 
occupy a respectable place in the most vociferous of democracies 
Sanctification of planning in some form or the other even m capita- 
listic economies, is the direct outcome of the Keynesian Revolution 
That the underdeveloped countries of the world aspire to bring about 
economic growth through a planned programme of development 
owes as much to Keynesian thinking as to the demonstration effect 
of Soviet Planning If the state be advised to assume some important 
economic responsibilities in the highly advanced industrial economies, 
the need for state action is all the more in the backward countries 
of the world, which languish in a chronic shortage of private enter- 
prise The Keynesian mode of thought is applicable to any back- 
ward area of the world in so far as the argument about the need for 
state action is concerned 

The second proposition of the Keynesian technique is the need 
for keeping a vigilant watch over the economy with a view to fore- 
see the troubles in advance In an underdeveloped country the 
troubles are chronic and not occasional and hence, the need is not 
for an ad hoc diagnosis but for a thorough going examination of the 
entire structure of the economy What is needed in an industrially 
advanced country is a vigilance committee to play the role of a 
watchdog over the possible occurrence of disturbances whereas, m 
a backward economy, the need is fora planning commission to 
undertake a full survey of the resources with a view to formulate a 
definite and detailed programme of planned development over a 
period of time The responsibilities aggravate in proportion to the 
ja-.riALLsuPAs & f Jhe j&d jr bat i&ske&v .wswevsY HgvAmw 

committee in an advanced country becomes an august body, saddled 
with the enormous burden of initiating the economic development 
of a country because of the situation of underdeveloped economy 
cryinc for an immediate solution It seems, therefore, that the 
second proposition of Keynes is applicable to the situation of a back- 
ward economy, on a scale much larger than the one visualised in the 
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illness 1 $ certainly something different from a dwarfish weakling 
trying to grow out of rickety infancy ^ 

It is, therefore, contended that mere creation of monetary de- 
mand would not be enough to stimulate the necessary entrepreneurial 
enterprise to undertake construction activity The supply side is not 
easily adjustable in spite of a demand which pays The difficulties 
arise out of the backward structure of an underdeveloped economy 
in which there is a deficiency of savings, overhead facilities, entre- 
preneurial enterprise, knowledge about resources and industrial 
■experience m general Consequently, measures visualised for appli- 
cation to a developed economy in depression, if applied, as they are 
to an underdeveloped country would generate demand which is 
bound to remain unsatisfied because of the non adjustability of 
supply It is all likely to generate inflationary forces in the economy 
because of the time lag between demand and supply 

This is, however, no reason to believe that the underdeveloped 
countries do not suffer from a general deficiency of demand In 
fact, there is an over all deficiency of demand as well as supply 
because of equilibrium at an extremely low level of productivity 
^ The chief difference between a developed economy m depression 
and an underdeveloped economy is that in the former case there is a 
shortage of aggregate demand whereas in the latter case, there is a 
deficiency of supply and hence of demand In a backward economy, 
tbe brunt of the attack must fall on the supply side whereas, in a 
developed economy, it is the demand side which needs correction 
Tbe instruments to be employed to raise the over all productive 
capacity of the economy so as to increase the supplies are not the 
same as those to be called into operation to adjust the demand side. 

The conclusion which seems to emerge is. not that the Keyne- 
sian technique is totally inapplicable to the situation of a backward 
economy but that something more needs to be done besides Wha\ 
Keynes advocated and this something more would be in the direction 
of building more and more production power Whereas a developed 
.t? osworx.wd »w,tb Ah? /wiMs® &S avr avft&v- 

developed economy is concerned with the problem of construction 
as well as maintenance of a high level of economic activity 

POINTS TO REMEMBER f 

1 Classical thought about the existence of an autonomous self- 
adjusting economic mechanism is unrealistic 

2 There is no ‘ nature cure' for the economic ills of a country 
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Something positive and definite needs to be done to stabilise the 
advanced economies. 

3. Keynesian measures — (a) overthrow of the theory of non- 

intervention, (b) adequate vigilance in advance, (c) public works 
schemes and money and fiscal measures. > 

4. (7) and (2) totally applicable to all situations and more so 
to the underdeveloped countries. 

5. There is a controversy about (3). 

6. There is a difference between a developed economy in 
depression and a backward economy. 

7. Deficiency of aggregate demand as well as aggregate supply. 

8. Keynesian measures need some modification but are, by and 
large, applicable. More needs to be done to increase supplies. 

SELECT READINGS 

1. Biahmatiand, P. R & Vakil, CN : Planning for a Shortage Economy. 

2. Brakmanand, P. R. & Vakil, C. N. . Planning for an Expanding 
Economy 

3. Kunhara, K. K : Pou-Keynesian Economy. 
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Q. Examine the dependent and independent variables 
of the Keynesian theory of employment. Is the Keynesian 
system unstable ? ( Gujarat 1958) 

Discuss the Keynesian theory of employment 

(7/4.5. 1958 ) 

“Employment is determined by aggregate demand 
which in tarn depends on the propensity to consume and the 
amount of investment at a given time.’* Elucidate. 

( Mysore 195S, *57) 

Ans. During the pre-Keynesian era when the classical theories 
ruled the roost, employment was never conceived to be a serious 
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problem A state of full development was thought to be normal, 
lapses being occasional and temporary, originating from the average 
frictions in the economy It was presumed on the basis of Say's 
law that demand must always be equal to supply since "supply 
creates its own demand’ Even such a keen thinker as Pigou 
attributed the prevalence of unemployment to the intransigence on 
the part of the workers which resulted m a tight wage rigidity 
forcing the employers to disband some workers out of employment 
to save themselves from an adverse market situation Pigou believed 
that full employment should be easy to establish, given a certain 
amount of wage elasticity in accordance with the requirements of 
the market The problem of employment was examined on the basis 
of the marginal productivity of workers to the employers as against 
the marginal disutility of labour to the workers The prevalence of 
involuntary unemployment was supposed to be practically non-exist- 
ent excepting for a little volume of frictional unemployment which 
appeared during periods of temporary disequilibrium Economists 
firmly believed that there would be an automatic adjustment towards 
full employment in spite of the facts to the contrary which pointed 
a sharp finger at the prevalence of involuntary unemployment on a 
large scale There was hardly any courage to challenge the usually 
accepted notions about the problem of unemployment The intel- 
lectual boldness to re examine the problem afresh without any pre- 
conceived notions came from the publication of Keynes’ General 
Theory of Employment, Interest and Money m the year 1936 

The classical economists had made one more significant 
assumption in their analysis They had assumed, as usual, that 
money is only a veil, a neutral thing, and as such, reduction in real 
wages for effecting increased employment was the same thing as 
reduction in money wages Keynes disagreed with this view point 

The General Theory purports to examine the wiy in which the 
economy as a whole functions, given certain basic variables such as 
♦-h/t xe'jiu.v'xt of. ssawwrwj, tivt state tA 

the quantity and quality of population, the political and social 
structure, the tastes of the consumer and the ethical value — frame- 
work which generally governs the conduct of the peop’e These 
factors are in no way rigid and absolutely fixed They can undergo 
a change. But it is assumed that in the short run these things are 
not subject to any violent change and for all practical purposes they- 
can be taken as given. When the independent variables of the 
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economic system are undergoing a change,' only -dependent variables 
are assumed to respond -and not the given factors as well. , , >• 5 

‘ The variables of the system could be divided into fwp 
'Categories— indep ende nt and dependent. The former are those 
variables that can change independently without any provocation 
from other variables or without any reason which can be ultimately 
expressed in economic terms and the latter those whose value is 
determined by the values of the independent variables. Keynes 
-regards the fallowing independent economic variables : 

1. The consumption function ; 

2. Schedule of marginal efficiency of capital ; 

3. Liquidity preference schedule ; 

4. Quantity of money ; and 

5. The wage-unit. 

Of these, tbe first three are psychological functions based upon 
ideas, habits and other factors while the fourth one is the quantity 
determined by the monetary authorities. Tbe dependent variables, 

i.e., variables following from the interaction of the independent 
-variables are : 

1. Rate of interest ; 

2. National income, output and employment ; 

3. Consumption ; , 

4. Investment and savings etc. 

In connection with this distinction, Keynes observes, “Thus the 
-traditional analysis is faulty because it ha> failed to isolate correctly 
4be independent variables of the system. Saving and investment are 
•tbe determinates of the system, not the determinants. They are the 
twin results of the system’s determinants, vis., the propensity to 
•consume, the schedule of marginal efficiency of capital and the rate 
"of interest. These determinants are, indeed, themselves complex 
and each is capable of being effected by prospective change? in the 
‘others. But they remain independent in the sense that their values 
"cannot be inferred from one another.” 1 In the above quotation, 
however, Keynes seems to make the mistake of treating interest as 
an independent variable which it is not. Thus he himself says that 
"“the rate of interest depends partly on the state of liquidity prefer- 


1. KeynM — General Theory, p. 183.- 
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eoce (i e , on the liquidity function) and partly on the quantity of 
money measured in terms of wage units 1,1 

Before proceeding further we must note that the “division of 
determinants of the economic system into the two groups given 
factors and independent variables, is, of course, quite arbitrary The 
/•vision must be based entirely on the basis of experience, so as 
f -) correspond on the one hand to the factors in which the changes 
seem to be so slow or so litttle relevant as to have only a small and 
comparatively negligble short term influence on our quaesitum , and 
on the other hand to those factors in which the changes are found 


in practice to exercise a dominant influence on our quaesitum ” a 
However, given the basis of divisions, we can extend our inquiry 
and say that_the_whole-oLthe-£conQmi<LsystenuidetecmLned_by the 
three psychoIogicaMunctions, the wage-unit ajid_ mon ey-supply. 
The wage-unit is deterramedTiythe bargains "between the employers 
and the workers and is the amount of money per unit of labour 
employed The \alue gClhe-wa ge-unit wil l eQabIe_ji s_to mea sure 
national income^-xinpl oymen t. saving, i nvestm e nt, output e tc , in 
real terms because the effect of price changes will be eliminated In 
,".ych a case increase in real employment and output will mean almost 
the same thing as one will imply the other ^ ^ ^ , H'' ) 


Taking the liquid ity p reference function and the money supply 
as measured in terms oT~ the wage unit, we get the _real rate of y 
interest According to KeynesT" investment is highly interest elastic "5 
and, therefore, change in money supply or the liquidity preference ^ 
schedule of the people will be able to bring about a change m invest- ^ 
ment and hence income and employment However, investment 
is not only determined by the rate of interest but is equally influenc- 
ed by the marginal efficiency of capital, again measured in terms ( ~ 
of wage-units Marginal efficiency of capital is the expected yield on 
investment and therefore investment wi 11 be made so long as it is 
higher than the rate of interest Consumption function, in its turn, 
determines the amount of consumption that will be made out of any 
given income and shows changes in consumption following changes 
> in income 


With these independent variables Keynes weaves a whole net 
of the economic functions of a society Out of a given income, the 
consumption function determines consumption , and with a given 


1 Keynes — General Theory , p 24f 

2 Jbtd.p 247 
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quarrelled with classical economists regarding the wav^nJS 


47 


KEYNESIAN THEORY OF EMPLOYMENT 

employment can be increased We have seen that according to the 
classical economists money is neutral. ‘Keynes also eliminates the 
effect of price changes in his calculation but he does not disregard 
their effect on income and employment’ and also ultimately real 
wage rate is equal to the marginal productivity of labour and also 
equal to the marginal disutility of labour Hence if employment is 
to be increased, real wages are to be reduced Keynes, since he also 
analyses the whole thing in terms of wage units, arrives at the 
conclusion that under given circumstances the economy will be 
employing the maximum number of workers which at the going 
real wage rate can be employed, i e , which the economy can afford 
to employ .in terms of labour productivity Hence, according to 
Keynes alsofrjf emp loym ent is to be increased reafwages should fall. 

'"'The conflict arises regarding the mechanism of effe cting this 
reduction m re al wa ge-rate The dema nd fo r factors of production 
1S dertvSTfrom the productivity of tactors translated in their market 
valuation AccordingJo_t]ie_fIassicaL_school, the introduction of 
money into the picture made no difference to the calculations 
Reduc tion -Q f real-wages-cf»iil(t be effected by reduction of money 
■\ wages They based__their-analysis-oo4he_assjimption that “(a) the 
prue level i s unch anged, ( b ) that aggregate money demand [MV] 
is unchanged, or (c) that c omponent of a ggregate money demand, 
e g non-wage-earners’ expe nditu re, is unchanged ’ n Clearly, if 
profits are increased in either of the ways, i e , by reducing cost with 
gixen price level or by reducing costs and keeping the total sales 
proceeds constant or by reducing the share of wage-income in the 
total, it will lead to increased investm ent an d employment 

Keynes pointed out certain basic fallacies in this approach 1 2 3 
He says that the above analysis is true if we consider any single 
enterprise There we can say that the price level, at aggregate sale 
proceed* can be assumed as given in the face of reduced money 
wages, but it is wrong to extend this reasoning to the economy as a 
whole ‘ Money wage-rate changes are double edged They change 
money costs, but they change at the same time money incomes and 
. hence money expenditures Even the money expenditures of non- 
wage earners cannot be assumed unchanged, if their incomes depend 
in part on the expenditures of wage earners ” 5 A general reduction 
in money wages, therefore, according to Keynes, was nor going to 


1 Harris (Seymour E ) — The New Economies, p 572 3 

2 Keynes — General Theory, p 259 

3 Harris (Seymour E ) — The New Economics, p 573 
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increase total employment because total employment depended upon 
aggregate supply schedule and aggregate demand schedule and 
reducing money wage in general means reducing effective demand, 
hence aggregate demand schedule. In^brjef^jCeyne^p o i nt s-ont^. that 
1‘whilst no one woul d wish to d envuh e propositio nJhaLa_reductioD 
in mone y-wages acc QmpaniedJ}y_the^ggregale_effective— demand as 
before vTill be associated. with an incre aseJnjmployment, the precise 
question at issue is whether the reduction in money-wages will or will 
not be accompanied by. the same aggregate effective demand as before 
measured in money.”' 

Thus, briefly, the argument was that if we reduce money wages 
in order to increase employment we shall be defeating our own ends 
because re duced money wages will lead to reduced aggregate dem and 
and reduced prices leading to non-increment of profitability of 
inve slnft nT The resul t wou ld be n o inc rease in investment and 
employme nt and at the same time due to reduced pric es no reduc- 
tion in real wages” We cannot reduce.reaLwages by— the-mechanism 
of rcduc tiorT of mone y- wage s however hard we m av trv. Further, 
there is another difficulty. The workers are under what Keynes 
calls “money illusion”, i.e , they are more concerned with given ^ 
money wages than with given real wages. They are ready to force 
an upward revision of money-wage rate every time prices register a 
small increase ; but they are very sensitive to downward changes 
in money-wages. This money-illusion can be taken advantage of by 
reducing real wages by increasing aggregate effective demand and 
prices and thus increasing employment. This aggregate effective 
demand may be increased by consumption or investment expenditure. 
Moreover, it is not possible to effect a uniform wage cut throughout 
the economy by any decree. That can be done only in a totalitarian 
economy and not in a free-market economy. Here, the reduction 
in money wage rates will have to be at an uneven pace and at 
an uneven rate in different industries leading to all sorts of compli- 
cations. 

Keynes further points out that it is better to increase employ- 
ment without touching money wage rates. Reduction of money 
wage rates, apart from reducing aggregate money demand and prices 
may be said to have a healthy effect on investment through reduced 
demand for money and hence reduced rate of interest. But this- 
doubtful reduction in the interest rate may be more than compen- 

1. Keynes —General Theory, pp. 2S9-60. 
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sated by reduced marginal efficiency of capital All told, therefore, 
it is advisable not to touch money-wage rates for increasing employ- 
ment 

In the over-populated underdeveloped economies, the problem 
of unemployment, under employment, open as well as disguised, is 
far more serious than the problem in the advanced industrialised 
economies which have come to regard the question of establishing 
full employment as nothing more than stimulating the propensity to 
consume and the propensity to invest so as to compensate sufficient- 
ly for the deficiencies of aggregate demand In the backward 
overpopulated countries the problem is basically one of a dispropor- 
tionahty in the factors of production and mainly it is jn the nature 
of too much of labour trying to find employment with too little of 
capital There is a chrome scarcity of enterprise and often there 
is a deficiency of land as well, as is seen by the scramble for a foot- 
ing in agriculture The problem of unemployment and the problem 
of economic development appear to be largely synonymous in the 
case of backward economies, productivity of labour employed is an 
equally serious problem since backward techniques with low producti- 
vity can always create large volume of employment without making 
any substantial addition to income 

POINTS TO REMEMBER 

1 The classical theory of employment w as based on marginal 
productivity theory of wages and the equality of marginal utility of 
wage with marginal disutility of labour together 1 mh assumptions of 
competition, mobility etc 

2 They assumed the neutrality of money and thus reached the 
conclusion that the economy will be having full employment with the 
absence of imoluntary unemployment 

3 Keynes divides the problem into given factors and indepen- 
dent variables giving us as a result dependent variables The given 

factors seldom change f the inde/teudeaf xarxabJes a re ,tw ufv.uf- 4 7 fvov 
others, and are the three psychological functions the money supply and 
v the wage unit, while the dependent variables are income, employment, 
saung, investment etc , in the economy The division above is not a 
rigid one The classical economists did not have to make the division 
at all 

■4 On the basis of independent variables Keynes weaves the 
economic structure of the economy Such an economy is stable if the 
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independent variables behave in a harmonious manner, which they do 
not. 

5. Both the cl assical and Keynesian analysers ag ree that to 
increase employment the real wa n e rate Js to be reduc ed, but the 
controversy pertains To -ihe—modus_s>peiandi. T he ass umptions of 
classical economists enabled them Jasay— that-reduced money wages 
will increase emplo yments j vhtl e the K eynesian approach dictated 
otherwise. According _to him ieduced~money— wages meant reduced 
demand prices and hence jame^or— higher real usages. Rial wages 
should be reduced thr ough increa sed— popes by incurring more of 
consumption and investment expenditure. 

6. Workers under the “money-illusion'' oppose revision of 
money wages though not so much the rise of prices. Reduction of 
money wages in a uniform way is impossible. 

SELECT READINGS 

1 Keynes, J M, : General Theory, Chs. 18 and 19 

2 Harris, Seymour E The New E-onomics, Ch. XL (Money Wage 

Rate and Employment by James Tabin) ; Ch. XXXtX (Elective 
Demand and Employment by Arthur Smithiesi; Ch XVII (Public 
Policy— the Doctrine of Full Employment by D.B. Copland.) 

3 AEA . Readings in Monetary Theory , Ch 13 {Price Flexibility and 
Full Employment by Don Pat ink in fiom the Annncan Eionomic 
Review, 1948), 


Q.. Keynes’ General Theory transformed Economics 
Into a theory of output and employment as a whole. 
Elaborate. (Bombay 1959) 

Show how the total output and employment in a country 
depends upon marginal propensity to consume, the marginal 
efficiency of capital and the market rate of interest 

(Gauhati 1959) 

To what extent, and in what manner can the Keynesian 
analysis of the determination of income in the short period, 
Tae used to explain changes in income over time ? 

(Calcutta 1957) 
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Examine the inter-relation between savings, investment 
and employment (IAS 1957) 

Ans The General Theory of Employment, Interest and Money 
appeared m the year 1936, primarily as a challenge to the then 
unnersally accepted doctrines of the classical economists who postu- 
lated progress to be natural and automatic excepting for occasional 
lapses for brief periods of time due to some incidental maladjust- 
ments The essay on examining the validity of the classical 
postulates in the light of the role played by employment, interest and 
money in point of objective actuality, turned out to be a general 
theory of investment, employment and ouiput as a whole, especially 
so, over short periods of time under the conditions of a]free society 
The revolution in thought was achieved by a sharp turn of attention 
to the facts of the empirical situation away from the soothing 
assumptions of the classical economists who relied heavilv on the 
strength of deductive reasoning on the basis of certain premises that 
were drawn arbi'ranly from, perhaps, the characteristics of the early 
phase of the Industrial Revolution The departure is wrought from 
-a change over to a critical examination of empirical data and 
•objective evaluation of the postulates of the classical economists 
In this process, there emerges a new theory regard ng the growth of 
income and employment in the context of the conditions of the 
advanced economy, temporarily experiencing a state of stagnation 
The general theory is general only to the extent that it could cover 
all similar cases of advanced economies in a state of temporary 
depression The precise point which comes up at this juncture is 
how far the generality of the theory could be stretched further to 
explain the phenomenon of underdevelopment oF a major part of the 
world In other words, can we use the Keynesian theory to under- 
stand the problems of economic backward ness]and suggest measures 
fo- development 7 

With the triumph of Ricardian approach in economics and 
with the acceptance of the view by a majority of the economists that 
J dftftr.vp.wy stf aSw&xp deanasu? .v awtf ps'sssbx? Ah? jsvwihtoxr 
of production was increasingly pushed out of the picture The 
Brit sh economists, after Ricardo, by aad large eneaged themselves 
with the problem of allocation of given resources into different 
employments m conformity with the demand fot various commodities 
-and services They believed m Say s Law of Markets according to 
which supply creates its own demand The problem in such a case 
•was not to create demand so that the supply could be sold out, but 
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only to adjust supply and demand patterns in such a way as would 
make them fit together. We find that with the triumph of Ricatdians 
in the controversy between Ricardo and Malthus regarding the 
possibility of a general glut in the market, the question of growth of 
the productive resources was also lost sight of. This may be partly 
due to the reason that Britain was experiencing a rapid rate of 
growth during the 19th century and therefore the problem of the 
growth of productive resources was not engaging the attention of 
the British economists ; the economists from all other countries were 
rather overshadowed by the British. In Germany, for example, 
economists of the stature of List were emphasising the development 
aspects of an economy as against the stagnant reallocation problems 
of productive resources ■ but they were able to make little headway 
in subjects of absorbing interest in the academic circles. Even with 
the emergence of Marginal Utility School (which by emphasising 
consumption side should have been in the forefront in emphasising 
the possibility of deficiency of effective demand) the problem of 
effective demand was ignored and only the scarcity aspect or 
economics was emphasised. The result was that the problem of 
growth of income did not receive adequate attention the way it is 
engaging the minds of the economists world-over today, especially 
after the Second World War. It was implicitly postulated that 
growth would be spontaneous and automatic The question as to 
why the majority of the people suffered privations of poverty did 
not strike the attention of the economists of the 19th century though, 
earlier classical economists did scratch their heads precisely on thf^ 
issue. 

Keynes was not the first to take up the view that there may 
not be sufficient demand for the supply put in the market, but he 
was probably the most brilliant expositor of the fact that an artificial 
scarcity of goods and services may arise due to the deficiency oT 
effective demand. The economy may be fully equipped with all the 
productive resources to feed all its sectors adequately but its working 
may be paralysed by the inactiveness of certain motivating forces. 
Keynes had the added score over others in so far as he was- 
emphasising that psychological, non-economic forces, ana ceaJJ.g 
responsible for a defective working of a modern capitalist 
economy. 

' Keynes, in his Tieatise on Money, was trying to explain the- 
determination of prices of consumption goods and capital goods ; 
but in the General Theory he had set himself to quite a different 
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Task He wanted to ascertain what determined output and employ- 
ment m an economy and whether the forces determining them could 
in any way be artificially influenced or controlled into what is 
primarily a study of the forces which determine changes m the scale 
•of output and employment as a whole , and whilst it is found that 
money enters into the economic scheme in an essential and peculiar 
manner, technical monetary detail falls into the background ” 
{Genera! Theory, Preface, p vu ) For this task we must remember, 
he confined himself only to a developed, free enterprise economy, 
with a developed investment and financial market Actually, he 
wanted to ascertain the causes due to which a developed capitalist 
•economy failed to the extent it was capable of doing It was for this 
reason that he analysed the problem of determination of output and 
employment in the short period during which the problem of the 
•supply of productive resources did not arise , also during a short 
period with given productive resources and technology, increased 
real employment would mean increased real output and vice versa 
And therefore he assumed that increased output or employment 
would mean the same thing as far as his analysis was concerned. 
Again, in order to eliminate the differences between monetary and 
Teal values of employment and output he measured employment, 
•output etc , in terms of wage-goods This adoption of the wag- 
goods as the units of measurement was a major step which turned 
economic analysis into one of the determination of real employment 
and output by eliminating all the effects of prices in the expression 
of economic quantities 

Keynes for explaining the determination of income, output 
and employment in an economy, took up some simple propositions, 
eg , expenditure of one io the income of the other , greater consump 
lion expenditure or investment expenditure means greater demand 
and similarly greater savings mean reduced demand His problem 
boiled down to the question as to what determines consumption and 
investment expenditure which in turn will determine the income 
and employment of the community For this he came to the con- 
clusion that ultimately there are three non economic psychologi- 
cal functions which together with the quantity of money determine 
all the quantities in the economy These three functions are (1) 
Marginal Propensity to Consume (MPC), (2) The Marginal Efficiency 
•of Capital (MEC), and (3) Liquidity Preference The further non- 
functional determinant is the quantity of money 
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T ° “Plain in brief, people are slow in changing their consump- 
bon habits with the result that if income changes, consumption Tails 
to adjust itself instantaneously to that change. As a result with 
rising incomes, increases in consumption fail to keep pace with 
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tations of the investors which may be influenced to some extent by 
certain steps but there is no guarantee as to the efficiency of such 
steps If MEC rises, investment will increase, but if it does not, 
investment will not increase However, Keynes believes that invest- 
ment is highly interest elastic and through this end it should be 
easier to influence investment decisions Given the liquidity 
preference, rate of interest can be lowered by increasing the supply 
of money, which in turn will increase investment, income and employ 
ment 1 he classical economists were under the belief that savings 
were also interest elastic, so that if the monetary authorities tried to 
reduce the rate of interest, increased investments are likely to be 
counteracted by reduced savings Such a logic, no doubt, ruled out 
the possibility of a decline in income, but it is in no way proved 
that (he economy was going to attain a full employment position 
(unless the antysis was aided by other assumptions), or that it was 
possible to raise employment and income in the economy through 
manipulation of the rate of interest Keynes,, on the other hand, 
maintained that while savmgs were interest inelastic, and were 
determined by considerations like provision for old age, family 
considerations, social prestige etc , investment was highly interest- 
elastic 

However, there were two mam hindrances in increasing invest- 
ment through reduction of interest rate Firstly, interest rates are 
sticky , people have certain notions regarding what should be the 
maximum and minimum normal rates of interest and therefore, if 
the rate of interest approaches one of these normal limits they 
start expecting it to change and in anticipation of it may change 
their demand for money, with the result that With a given supply 
of money the rate of interest does change in the expected direction 
It was for this reason that the rate of interest could not be lowered 
indefinitely Secondly, when the interest rate had already been 
lowered sufficiently, increasing investment by further reduction in 
that raie became increasingly difficult Moreover with increasing 
investment with given productive resources in the short period) 
possibilities of further profitable investment decreased leading to 
reduced MEC 

Thus the result of all this was a peculiar interaction between 
saving (or consumption), investment and employment and income 
Income and employment could be increased, maintained by higher 
expenditures on consumption and investment But with rising 
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tionship between the two, the MPC, the MEC and the propensity 
to invest The principal variables in the Harrod-Domar model of 
growth appear to be the same as those of Keynes, as applied to the 
secular period 

Coming to the backward economies of the world, we find there 
are significant structural differences Here, the aggregate deficiency 
■of demand arises out of the low levels of income and not because of 
the low MPC The low MEC may be due to the high cost structure 
and also low levels of demand owing to lack of over head facilities 
The rate of investment is low because of the vicious circle of 
poverty leading to a low rate of savings and investment All this 
goes to prove that the Keynesian mode of thinking can give signifi 
cant clues to the line of reasoning to be followed in analysing the 
problems of growth over a long period of time 

POINTS TO REMEMBER 

1 The triumph of Rkardians oier Malthusians led to a const 
deration of only allocation of productive resources as the economic 
problem and not the growth of productive resources 

2 Keynes, though not the first to tlnnh. of effective demand 
put it in its proper place 

3 Keynes shifted from ‘ Treatise ' to the * General Theory from 
analysis of price determination to that of output and employment 
For this he made use of the concept of wage goods 

4 Keynesian theory runs m terms of MPC, MEC Liquiditv 
Preference and the quantity of money 

5 MPC falls with rising incomes and rises with falling incomes 
and thus hmd°rs the attainment and maintenance of full employment 

6 MEC together with interest rate determines uisestment 

7 For increasing and maintaining Y C and I have to be 
increased C is not interest elastic while 1 is To the classical econo 
mists both C and I were interest-elastic so a change in one nos always 
counteracted by a change lit the other 

8 But there are obstacles in using the interest elasticity for 
increasing investment in the form of stickiness of interest rates and 
reduced possibility of lowering interest rale beyond a limit Also MEC 
falls with rising investment 

9 As a result of interaction of saving, investment etc , the 
economy tends to remain at less than full employment position 
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Q,. “The introduction of Keynes’ consumption function 
into the theory of acceleration enabled economists to explain 
the turning points of general economic activity without 
resorting to limiting factors.” Discuss. { Karnatak I960 ) 

Show how Keynes’ theory of consumption tends to 
encourage radical policies while his theory of investment 
tends to encourage conservative policies. ( Bombay 1959) 

Explain the doctrine of consumption functions and show 
how this doctrine occupies a pivotal position in Keynes* 
analysis. ( Karnatak 1959 ) 

Examine the uses of “propensity to consume” in the 
Keynesian macro-economic process. ( Mysore 1959) 

What do you think of the consumption function as a tool 
in economic analysis ? [Punjab 1959) 

Why is the propensity to consume considered one or the 
strategic relationships affecting the behaviour of an econo- 
my ? What significance would you attach to the concept of the 
optimum propensity to consume ? ( Delhi 1957) 

Ans. It is by no means a simple job to get a coherent and 
systematic view of the web of economic relation in a highly complex 
exchange economy which hinges by and large around the pivot of the 
role of money. It is all the more difficult to pick up the right 
threads from the inter-twining tangle of relations vn order to be able 
to diagnose a certain phenomenon right up to its roots This task 
has been well done in the Keynesian analysis of the consumption 
function on a purely scientific basis. It was held for long with the 
fervour of an unquestionable conviction that keeping consumption 
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to the irreducible minimum was the greatest of puritanic virtues 
Nobody thought for a moment about the series of chain reactions 
which would inevitably ensue from holding consumption at a dead 
level df austerity The entire question of the function of consump- 
tion in a capitalist society was taken up de hoto by the Keynesian 
' school of thought and made subject to a critical unbiased scientific 
examination which resulted in the Keynesian theory of the consump- 
tion function 

Keynes, in his analysis of the determination of employment,, 
income and output ultimately comes to the conclusion that the 
determination of the whole economic system can be analysed in 
terms of three non economic psychological functions viz, (1) con- 
sumption function, (2) investment function, (3) liquidity preference 
function, together with the fourth entity, quantity of money Natu- 
rally, consumption function plays a pivotal role in the Keynesian 
analysis and deserves accordingly a careful and detailed consider- 
ation We must distinguish here between consumption function 
and marginal propensity to consume [MPC] Consumption function 
^ i» a schedule showing various amounts of consumption at different 
N levels of income We can draw a graph of this consumption 
function giving us a consumption function curve Algebraically 
consumption function will be written as C =/ (y) where C stands 
for consumption and y for income On the other hand, if we try to 
find out the value of consumption function at any particular level of 
income, we are able to get what is called average propensity to 
consume which algebraically may be written as cjy , while MPC 
shows only the rate at which consumption at the margin changes 

when income changes and is accordingly written as-^ 

According to the classical economists consumption is determin- 
ed by the rate of interest Given income, with rising interest rates 
saving will increase and consumption will fall and vice \ersa with 
falling interest rates To the classical economists savings were 
j interest elastic and all savings were made with the sole purpose of 
investment Rate of interest therefore equated savings and invest- 
ment and there was absolutely no place for idle savings or hoard- 
ings They were using the concept of marginal utility of interest 
earned on lending one’s savings with the disutility of doing those 
savings (or a similar version of the s apply side in terms of disutility 
of waiting etc) If at any time savings and investment were not 
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equated by the prevailing rate of interest, it would have to undergo 
a change to equalise the two. But the difficulty with this approach 
was that no mechanism was provided by which fluctuations in in- 
come and employment could be explained. All deficiencies in 
effective demand arising out of savings would be exactly made up 
by investment. Because of this not only the changes in income 
level could not be explained, the determination of absolute level N 
of income also defied analysis. The main reason for such a glaring 
defect to persist in classical economies was that their main task was 
theory of value of exchange and not the theoy of income and 
output To Keynes, the task of analysing the determination of 
income and output was really important and so in him we find quite 
a different approach. 

It is significant to note that with Keynes consumption does 
not get as prominent a place in his Treatise as in the General Theory. 
The reason js that there he was mainly concerned with determi- 
nation of price levels of consumption goods and capital goods but 
In the General Theory his task was to analyse determination of 
income and employment in real terms. And he founded bis analysis ^ 
on some simple propositions that 
Y— C-f I 
and, Y=C+S 

Thus whether Y was considered from the receipt side or 
■expenditure side, consumption attained an important place and 
naturally he busied himself with the causes that determine consump- 
tion. As pointed out the classical economists believed in the interest- 
elasticity of savings but Keynes did not To him consumption 
function was determined by various other factors, e g , social status, 
provision against future needs and unforeseen contingencies etc So 
while according to the classical economists no savings could have 
taken place at zero or negative interest rates, according to Kenyes 
this possibility was there provided further needs were strong 
enough. Further, since savings were made not for interest earning, 
hoardings were possible. ^ 

Keynes used the concept of MPC to give his famous theory of 
multiplier — a modification of Kahn’s employment multiplier. Multi- 
plier is the number of times by which income increases as a result 
of a given injection of purchasing power in the economy. For 
example, if as a result of injection of purchasing power of Rs„ 100 
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m the economy, total increase m income experienced by different 
people is Rs 300, then the multiplier is 300/100, ie, 3 The 
value of multiplier depends upon the value of MPC Multiplier 
action takes place because expenditure of one is the income of the 
other , and the moment an expenditure is made, income rises by an 
equal amount , and when that income is re-spent by its recipient, in- 
come rises further by an amount equal to the new expenditure. 

Algebraically, multiplier = 'yz^[pC’ so t * iat ^ recipient of the 


first injection of purchasing power does not spend any portion of his 
income but saves all of it, then the total increase in income of the 
community is equal to the amount which this person received Here, 


therefore, 


multiplier is equal to one 


[■ 


1 

1-0 


] 


On the other hand 


if any recipient of additional income goes on spending T »j. of the 
additional receipts, the total increase in income as a result of the 
injection of one unit of purchasing power will be 


1 +Tff+(rff)* +(iV) 3 » - = 10 

1 nr 


We lind that multiplier has a minimum value of one and can 
__se to co if MPC happens to be unity In practice however multi- 
plier lies at a sufficiently low figure, say between 3 to 10 

While Keynes made use of the multiplier concept to show how 
with an initial injection of investment, income will rise by a 
multiple of it, and how successive savings by successive recipients 
of increased income will get equated to initial investment , other 
economists, especially Prof Samuelson and Prof Hicks made use 
of the concept in the explanation of trade cycles Prof Harrod 
had given the concept of what is called the Super multiplier or the 
Relation or Accelerator, ie, investment induced as a result of 
increased demand is a multiple of increased demand depending 
upon the capital output ratio Prof Samuelson had found out 
how with varying values of multiplier and accelerator we could 
get varying patterns of fluctuations in income and employment in 
> -tie economy Prof Hicks went still further He made elaborate 
use of the time lags He pointed out that Keynesian multiplier 
was a theoretical multiplier and showed only the end result in terms 
of income, while in reality we must recognise the fact that there are 
time lags in the working of a multiplier and it is possible that 
before multiplier works itself out, changes in investment etc , may 
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take place stimulating or obstructing the movement in the income 
of the economy towards a particular direction. On this basis Prof. 
Hicks gave us an elaborate theory of trade cycles which explained 
turning points with tbe help of interaction between multiplier and 
acceleration. 

To go into greater details, we say that the multiplier action 
starts when people get more income and spend a part of it. Now 
if the MPC is not equal to one and if over injection of new purchas 
ing power is made only once, increase in community’s income as 
compared with base period will gradually decrease till it is back at 
its original level when all the additional purchasing power has been 
saved If increased demand as a result of increased income cannot 
be met out of existing employment of productive resources, new 
investment will have to be made. In other words, we can say that 
multiplier action takes place when there is excels capacity, and 
acceleration takes place when there is full-employment in the industry 
in question. This acceleration process by making further investment 
creates excess capacity and allows the multiplier (further stimulated 
by its own action in investment) to work further in terms of increas- 
ing real income and employment and leads to a rise in the value of- 
the multiplier. Here the concept of optimum propensity to consume 
conies into the picture Since consumption out of income is deter- 
mined by the propensity to consume and since consumption and 
investment go to make up Y, it is necessary for the stability of the 
economy that people should have a particular propensity to consume 
which is id conformity with the values of oMer functions, viz., 
investment function and liquidity preference function. Prof. Lange 
explains the concept of optimum propensity to cousume by pointing 
out that we should think of consumption function, investment 
function, liquidity preference function and the constant quantity of 
money, simultaneously in order to find out how all of them can be in 
mutual balance. A change in any one of them will lead to an all- 
round disturbance. But given the three functions and the quantity 
of money, an optimum propensity to consume can be found out 
which will keep the economy in equilibrium. Tbe values of Y, C 
ana i sdruaiV dtf sir uVtfcnmneu’ rtiaf i=C-f f, ana' since Ci's a func^C 
tion of Y, and I is partly a function of C, C must be such as 
maintains the equality between Y and (C-f-I). If the propensity to 
-consume is not such, this equality cannot be maintained and hence 
.the economy cannot remain stable. 
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Keynes makes use of this consumption function for policy 
prescription also for he believes that MPC falls with rising incomes 
Thus real income and employment goes on increasing so long as 
there is excess capacity or so long as excess capacity has been created 
by new investment through acceleration process But then as 
Prof Hicks explains, there is a limit to the increase of real resources 
in the economy in a given time and therefore the economj finds it 
impossible to increase its resources as quickly as ever increasing speed 
of multiplier*acceleration process would demand The result is that 
the economy hits the full employment ceiling and acceleration process 
starts working downwards Multiplier follows suit because reduced 
expenditure at one point will mean reduction of expenditure at all 
further points and as a result of this failing demand acceleration 
process works downwards with still greater force. The process halts 
because investment cannot be reduced at a rate more than the 
depreciation rate and the autonomi as investment goes on taking 
place so that after some time again demand picks up and the 
multiplier action starts working upwards 

Thus we see that when we make use of consumption function 
through its manifestation in multiplier process together with accele- 
ration process, we can explain the turning points of the trade cycles 
quite logically Further, our explanation gets strengthened it we 
allow for the fact that with the rising incomes f PC falls and leads 
to a fall in the value of the multiplier, while with falling incomes 
MPC rises because our consumption habits are set and cannot 
change as rapidly as our income can Also businessmen experience 
much wider fluctuations in their incomes than ordinary workers but 
they cannot afford to change their consumption standards unless they 
are sure that the income change is permanent Again with the 
rising of big corporations and joint stock companies the portion of 
savings out of their income is increasing rapidly as their income 
rises Some studies in USA have indicated that consumption as a 
proportion of income has remained constant for about two decades 
But this means that average propensity to consume has remained 
-constant What Kejnes was concerned with was changes in MPC 
over a short period and here be was right that with rising income 
MPC falls 

Now this falling MPC together with falling MEC prevents the 
economj from attaining or maintaining full-employment position In 
x>rder therefore tc check the emergence of deficiency of effective 
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demand, Keynes suggested that steps should be taken to increase con- 
sumption and investment. Some people are of the view that Keynesian 
suggestions were radical as far as consumption portion goes but they 
were quite conservative when be came to the investment portion. 
Actually, this is not fully true. One should say that some of the sug- 
gestions in the investment portion also were quite radical and “unca- 
pitalistic”. However, in the consumption portion his prescription was 
quite novel, different from the usual socialist and underconsumptionist 
thinking which emphasises only redistribution of income. Keynes 
believed that we should artificially inject new purchasing power in the- 
economy even if this was done without any productive work done in 
return by the recipients of this purchasing power. Redistribution of 
income in favour of wage income would help, but only within limits*. 
It would be still better to create additional purchasing power through 
deficit financing etc., and use it for redistribution amongst the work* 
ing classes through public works programmes. Curiously enough he 
did not suggest investment vn long-term productive projects because 
he was dealing with economies where the problem of capital forma- 
tion was not there. Increasing purchasing power by increasing 
demand would automatically set the existing excess productive capa- 
city of the economy into motion and would increase income, employ- 
. ment and output. For this reason, therefore, he was not very 
' particular whether new purchasing powtr was going to those who did 
any “useful” work in return for it. Unemployment relief and doles- 
may be ethically objectionable but not economically. Or if a more 
dignified method of giving doles was to be chosen, ditches could be 
dug and filled and wages paid for them. 

However, on the investment side Keynes was more conservative- 
in suggestions because of his belief in interest-elasticity of investment* 
Classical economists also had believed in the interest elasticity of 
demand for investment. But Keynes was also fully emphasising 
MEC which in the time of need just did fall and decrease investment. 
For instance during a depression what is required is more investment 
so that with greater demand increased investment should turn out to- 
be more profitable but MEC, or expected yields are low in the minds 
of investors with the result that they curtail their investment pka 
further, leading to a still greater depression. Keynes was making a 
conservative suggestion that a reduced rate of interest would help in 
the revival of investment activity, but he was also fully aware of the 
fact .that investment may not increase simply by lowering interest 
rates. MEC was equally important. Government may try to 
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convince the investors that greater investment would mean greater 
profit for all, but it may not succeed In such a case the Government 
is asked to start direct investment m public works programmes, which 
would be m the nature of increasing consumption demand leading to 
increased MEC Thus we may say in a mild tone that the Keynesian 
suggestions on the consumption side were quite radical, while on the 
investment side he tried to influence investment through changes in 
the rate of interest and consumption m the sense that the suggestion 
of public works programmes was also nothing but attacking the 
problem from the consumption side 

POINTS TO REMEMBER 

1. Consumption function is one of the four ultimate determinants 
of Keynesian system In consumption , we must maintain the distinction 
between the consumption function as such and MFC 

2 In the classical scheme , hoarding had no place and consump- 
tion was thus interest-elastic With Keynes it is not interest elastic 

3. Keynes used consumption function to give us the concept of 
multiplier which = Me value of multiplier ranges from 

one to oo 

4 Prof Harrod gave us the principle of acceleration Prof 
Samuelson and Hicks made use of the interaction between multiplier 
and acceleration to give us explanations of trade cycles Prof Hicks 
specially made use of time lags and distinction between induced and 
autonomus investment to give a clear explanation 

5 M PC falls as income rises — though average propensity to 
consume may remain the same over a long period So Keynes makes 
radical suggestions for increasing consumption demand by means of un- 
employment benefits, doles etc 

6 On the investment side, Keynes would prefer that interest 
manipulation should suffice to create sufficient new investment But if 
a* duv .no', .bp .would jttggwP puihlir wds pvvgivmmnr to ihuUce 
greater consumption demand and hence investment 
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O. Trace the effect of investment on employment and 
o-jtpnt. /960) 

What are the causes of the changes in the volume of 
investment ? 

How do these changes affect employment and economic 
activity ? ( Rajasthan 19S9) 

Explain how the rate of Interest affects investment 

( W B.CS. 1958) y 

Analyse the main factors that are lihely to influence the 
investment demand schedule in an economy and give in this 
connection your views about the interest -elasticity of invest- 
ment ( Delhi 1958) 

Examine the Keynesian theory of investment with parti- 
cular reference to the influence of the rate of interest. , 

(i Gujarat 1958) 

Examine the grounds for, and the implications of, the 
Statement that “the Marginal efficiency of investment is not 
independent of the level of income as of changes in income.” 

( Calcutta 1957) 

What are the arguments that can be advanced for and 
^ against the following propositions I . 

' (fl) Investment is a function of the level of output rather 
than of the rate of growth of output ; J 

(61 Investment plans are affected by supply of the finance 
and refraining from consumption provides the finance ? 

* 5 '■* * (Delhi 1957) 

<£ The marginal efficiency of capital in conjunction with 
, -the rate of interest determines the amount of new invest- 
ment,” Discuss. ( Mysore 1956) 
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Ans What determines the volume of investment per unit of 
time m a given economy is a question of greatest significance in view 
•of the importance of investment from the angle of stability and 
progress The underdeveloped economies in particular are deeply 
concerned with the factors that determine the total volume of invest- 
ment because their very existence depends on the execution of effec- 
tive measures to promote the total investment m their areas The 
advanced economies, perhaps look upon investment not only as a 
means of promoting economic development but also as a means of 
stabilising or destabilising the sum total of economic activity The 
Keynesian analysis of the role of investment in the context of the 
advanced economies of the world is more concerned with the problem 
of stabilising the economies at a high level of production and con 
sumption rather than with the question of raising the backward 
economies from the grass roots through the process bf unfailing 
regularity of investment All the same, the Y eynesian analysis 
throws a good deal of light on the gen-ral theoretical aspects which 
explain the process of investment 

Investment plays a vital role in the K-ynestan theory of income 
and employment Investment expenditure is not only a major 
constituent of income [Y] but also is the quantity through which 
expectations of the entrepreneurs are expressed in real terms Total 
income Y=C [Consumption] +1 [Investme it] and changes in either 
C or I bring corresponding changes in Y It was but natural that 
_Keynes should have given much prominence to investment because 
•with a change in investment, multiplier action comes into being lead- 
ing to a multifold change in income over a certain period of time 
Jlowever, in order to understand fully the role of investment, and to 
find out its full effect on income and employment in the econom\, it 
is necessary to analyse the causes which determine the magnitude of 
investment 

By investment Keynes would mean new investment , when 
prices of shares etc are rising, so that by changing hands in the 
market, original investment now shows a higher monetary value, 
investment should not be taken to have risen correspondingly 
Investment is to be considered ohly ift terms of additional investment 
either m the older business oc. new ventures According to tjie 
classical economists investment was determined by marginal pro- 
ductivity of capital and rate of interest Marginal productivity of 
capital was the actual marginal yield of investment But Kpypes 
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was of the view tbat actual yield of investment emerges only when 
investment has been made and it has come to fruition. The invest- 
ment decision is thus based not on actual yield of investment but on 
the expected yield and the market rate of interest. And therefore, 
we should think of expected yield as a determinant of investment and 
not the actual productivity of capital, though the actual yield does 
influence the expectation about prospective yield, 

Keynes was, right from the beginning, of the view that expecta- 
tions play a major role in economic decisions of all kinds and 
more especially in the case of investment decisions. Based upon 
expectations, he modified the classical contention that marginal 
productivity of capital determines investment demand. In place of 
marginal productivity, marginal efficiency of capital [MECJ was 
substituted. The idea had been suggested by Wicksell in terms of 
his natural rate of interest as contrasted with market rate of interest 
and Irving Fisher had also anticipated Keynes to a large extent. 
But Keynes stated the whole proposition in a clear-cut manner. 
The meaning of MEC in technical terms can be understood in the 
following manner : 


Let C r be the replacement cost of the capital equipment in 
question, and let Rj, R„ R 3 R„ be the series of successive re- 

turns per period (say annual) which are expected to be yielded by 
this investment. Then we can find a rate of discount at which, 
when all the future yields are discounted to their present worth, the 
aggregate value of these discounted yields will be equal to C f . Let 
this rate of discount be r, so that we can write. 


^ 1+r + ( 1 + 0 * +-(T+7j* + + 


R« 

( 1 + 0 " 


Then this r is called the marginal efficiency of capital which 
the investor expects to earn on investment. 


Keynes maintains that this MEC, r, is to be compared with the 
market rate of interest to find out whether a particular investment 
is profitable or not. Let us suppose, for example, that the market 
rate of interest is i, then 


(lfo +OT0 1 + d+0’ + + T&V wil1 sive us lhe va,ue 

of an investment in terms of the present worth. Let this beV. 
Then in. order that the investment should be profitable V should be 
greater than C, which means that i<r. On the other hand if / >r, 
then V will be less than C, making investment unprofitable by 
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But the above analysis is quite a simple thing and naturally not 
■sufficiently nearer reality For example, we must remember that 
different prospective yields Rj, R 2 R„ are not determined by 
something independently of income levels or changes in it. The 
peculiar thing about MEC is that when it rises, it increases invest- 
ment and hence income , but increasing income means bigger future 
yields, i e , bigger R’s and hence given C„ MEC rises which in turn 
may lead to still higher incomes MEC, after all, is based upon 
expected yields, i e , on the values of R’s and the values of R’s are 
naturally influenced by changing income Moreover, this income, 
to begin with, might have been changing either due to changes in 
consumption or investment To bring into account the multiplier 
process generated by initial expenditures on consumption and invest- 
ment, we must expect that once MEC starts rising, there should be 
nothing to stop it and once it starts falling there should be nothing 
to arrest it But actually this is not the case With increasing 
income the marginal propensity to consume falls leading to a less 
than proportionate rise in consumption and since consumption 
changes are a major influence upon the determination of MEC, 
falling marginal propensity to consume works towards a reduction 
in ihc MEC Again, as full employment is reached, income gets 
redistributed more and more in favour of non wage income with the 
result that demand for consumption goods fails to keep pace with 
the total increase in demand This again causes partial problems 
of effective demand and this works against MEC Thus we see that 
considering income or output we have to agree that MEC is directly 
influenced by income 

Some people would go further than this They would contend 
that the above arguments have been based upon a given C, 
Actually determination of C r is as much subject to changes in 
income, and output as MEC itself With changing income and 
output, factor cost of production is quite likely to undergo a 
change, i e , to say there may be diminishing returns or increasing 
returns, or there may be technical innovations, accumulations or 
destruction of capital and so on Because of all these reasons, C r 
or replacement cost of investment is bound to undergo a change 
However, no set rules can be given as to whether C r will rise or 
fall with rising income Probably it will be possible to state some- 
thing more definite if we calculate C r for each type of capital 
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anticipation of capital losses on securities etc , they suddenly 
increase the demand for money and try to sell out securities with 
the result that the prices of securities fall and rate of interest rises 
Just the opposite happens when speculators feel that the rate of 
interest is going to fall Therefore, if the rate of interest is already 
near one of its “limits” and the needs of the economy dictate that 
it should be pushed further towards the same side, the monetary 
authorities are not likely to succeed because every effort of theirs is 
likely to be counteracted by changes in liquidity preference 
Another limitation of the rate of interest as a possible tool for 
influencing investment is that when it has already been reduced to 
a sufficiently low level, the possibility of further reduction is 
automatically ruled out For instance, 2% reduction from 4% 
would reduce the rate of interest to 2% but a 2 0/ o reduction from 
2% would not reduce it to zero or make money a free commodity 3 
For all these reasons investment, though it is supposedly very 
sensitive to change in the rate of interest, cannot be influenced jn all 
cases by interest changes as there are limits to such changes 

Thus we see that investment plans are directly affected by the- 
supply of finance which often manifests itself m the supply of 
money Greater supply of money not only makes it cheaper to 
invest by reducing the rate of interest but also makes it easier to 
finance investment by making money easily accessible Here we 
find a radical difference between the position of the classical 
economists and that of Keynesians According to the classical 
economists money is only a veil and nothing but an expression 
of real savings and real investment as far as the analysis of output 
and employment goes There a single factor, viz , rate of interest 
affects both the supply of savings and the demand for savings, 
which to them was the same thing as investment demand But 
Keynes believes that savings and investment decisions are made 
quite independently of each other and by entirely different set of 
forces It is therefore not necessary that the plans of investment 
and savings should give us planned savings equal to planned 
investment Such a notion is the old one put forth by the classical 
- economists only Actually since investment decisions are made 
by interest and MEC and saving decisions are made by MPC there 
is no reason why the two decisions should give the same quantities. 
To find out as to how investment greater than savings may be * 
planned, and executed, we must remember that greater investment 
can always be financed by credit creation and as a result, savings 


7 2 


will also rise so a « , mu - VI ™ AT A glance 

savings may be q“ e “? “T® ® jM one °f thra In “ 

a!° y T m 6na " re pman ‘ ™ rce as X-2'SU - 

* detcrmin- 

pt™ ^Tzzrzzf in f r a £ ™ 

,n income. p ror 1 Wl1 ' undergo a change to hrt 7 1 c °” ! "tn. 

““t are far more j„L D “ n “S the short period ! S ,ern develop, 
change, in savtaJ. “'““"i Ganges in ™ d ' kmea in «*wt- 

Savings are residual 'i?' “ a resuil or chans? • a " , ? ,y beMU « 
are not equal no . ’. Mys Keynes. When 1 ln JDVCS tntent 
■ ‘"rat that as a reso , “ ra, ““< bu, tncoL e^ a,, d ssvi "S> 
r.„ a resu li savings change to be!? ™ Ses "> such an 

'of c and°,‘we'find lh . l “ ‘"ws'inetii is the k J ^ '° iavestn 'nt. 
changes in y Changed'?!' '’“‘"P” io inTcslTOnYd'" “ ' hc 6rou P 
^ an amount equal!? nVes,a, cn'. however in, d .“* cU )' lead to 
oulttfold change, ,•„ ’“watnent. bat tb ’ 11 Dot “crease Y only 

ISThr fiSt’wSf',-®? 

fc’cs Jn Investment af ^ J Trade Cycle W ’ m bl * 

-cT“cSS if 

show''"!"' P a „ ern assumes T “I**™ Patterns 
shows, how, |f w - es a certain s j,a '' take according as 

year to y ear , the econom?! ' nv estntent <£,' f" ™ a nce, H?clc, 

“ °“' J'nnip only ; rath -V? 001 al,a 'n a new ” d ‘“““tain '* ,h ' r e 
rate till it rea ch ' ’■. ‘ ,ber “ s income will sh ” ?*>■ position 
higher investment Zl a ‘ a falling 
•be other hand if 4 “““PMon a "H hence hfeh^°™ i ‘ y ' vi '‘ 

£Mom '' —it 



KEYNESIAN THEORY OF INVESTMENT 


73 


Tate of growth Similarly cyclical patterns etc , can be traced by 
simply changing the investment rates and directions 

Changes in investment do not end with changes in income, but 
will reflect back upon investment through changes in consumption 
demand After all, investment is based upon MEC and when in- 
come and consumption rise a number of times by multiplier action, 
investment is further induced Prof Hicks makes use of this distinc- 
tion between “induced” investment and “autonomous” investment 
to show the vital role which each of these types of investment plays 
in the determination of income level For example, when induced 
investment falls due to reduction in demand, it is autonoraus invest- 
ment which again sets the gear of the economy in the upward 
direction Moreover, in conclusion we must note that changes m 
investment need not always lead to increased Y unless investment is 
being made when the economy is at less than full employment 
position When once full employment is reached, money investment 
will not be corresponded by real investment with the result that real 
income, output and employment will not rise as a result of this 
investment and the multiplier action will only lead to increased 
prices Thus as Keynes himself points out, increased investment 
increases income, employment and output before the economy 
reaches full employment, but beyond that the change js manifested 
only in increased prices 

The precise nature of the conection between investment on the 
one hand and employment and output on the other could not 
possibly be examined in a scientific way, unless we take into account 
the stage of growth that a given economy has attained already, and 
the techniques of production employed, along with the conditions 
of the market which the products have to face Investment can 
be capital intensive or labour-intensive, quick yieding or slow- 
yielding, intelligent or unintelligent according to the condition of 
the market Given the techniques, generally speaking more of 
investment ought to mean more of employment and output, espe- 
cially in the backward countries In the advanced countries, more 
of investment may mean over production leading to a glut in the 
market and if it is labour saving, less of employment opportunities 
as well 

POINTS TO REMEMBER. 

J By investment here is meant new investment and it is deter- 
mined by MEC and the rate of interest MEC is based upon expec- 
tations and is quite different from marginal productivity of capital. 
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"'2. But though for investment i and r tore to be compared, we 
must note that R lt R 2 , R n are also not given quantities. These depend- 
upon income, employment, consumption, investment arid so many other 
factors. Similarly , C t w also not independent of the level of income or 
changes in it. 4 

3. Interest-elasticity of investment has its own limitations in the • 

form of stickiness of interest rates and the reduced possibility of farther » 
reduction in interest rates beyond a limit. Liquidity preference may 
change with changing interest rates. 1 

4. Though cheaper finance helps investment, investment is not 
limited by it, as finance can be provided by credit creation. Further, 
savings are just one source from which finance for investment may be 
coming. 

5. Investment, savings and income have a complicated inter-' 
connection and they act and react upon one another. Till full employ- 
ment investment increases income and employment but beyond that only 
prices rises 
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Q,. Examine the effects of technical progress on em- 
ployment and wages. ( Bombay 1962 ) 

Ans. The consequences of technical progress on employment 
and wages could be examined on the basis of the period of time 
involved during which the consequences work themselves out to 
their culmination, Broadly, we can divide the time into two periods, 
namely, the short period in which technical progress leaves its imme- 
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diate impact and the long period over which the consequences 
reach their logical conclusion The nature of the consequences 
whether in the short or the long period would depend on what 
technical progress implies in the field of production with regard to 
the size of investment, utilisation of nafural resources, the invest- 
ment-employment ratio, the investment output ratio, the marginal 
productivity oflabour, the size of the national income, the demand 
for goods anif services in the general and the growth of the labour 
force in course of tune In one word, it must-be realised that techni- 
cal progress influences each and every branch of economic activity 
and, therefore, the consequences can be seen fully only when a 
sufficient period of time is allowed to pass to allow the impact to be- 
felt over the whole economy 

Technical progress started in the history of manktnd right 
from the beginning of civilization and ever since, such big strides 
have been taken in perfecting the scientific techniques whether for 
construction or for destruction that today technology is the surest 
symbol of the progress that a country has been able to achieve 
The economic history of the advanced economies provided ample 
evidence to prove the nature of the consquences that follow techni- 
cal progress and we can pick up the relevant consequences with 
rCghrd to employment and wages, before turning to deductive 
analysis on certain assumptions What has actually happened to 
employment and wages in those countries which have already 
achieved a big technical progress 9 There is no disputing the fact 
that the consequences have been by and large favourable from the 
view -point of employment and wages excepting during periods of 
depression which in no way could be attributed to technical progress 
itself, unless it be a far fetched reason If one takes a long 
historical view of things one cannot but be struck by the phenomenon 
that technical progress has been responsible for providing employ- 
ment opportunities to so many workers at such a high level of 
wages The comforts that the workers in the advanced economies 
enjoy today could as well be the envy of the manorial lords of the 
^mediaeval years In many of the advanced economies, there is 
such a chronic shortage oflabour that there is a continuous effort 
to devise labour saving devices The wage rates keep on rising 
and the workers are no longer the slaves that they once used to be 
There is job-security, healthy work surroundings, limited hours of 
work, assured promotions, leave and accident benefit according to 
prescribed rules, gratuity, bonus, maternity benefit for female. 
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workers and old age benefit for every worker. This revolution in the 
conditions of living of the workers in the advanced countries of 
the woild could never have been achieved but for technical progress. 
In contrast with this we find the miserable conditions of the workers 
in the technically backw ird economies which are so steeply involv- 
ed in acute conditions of poverty. Technological backwardness is 
synonymous with economic backwardness and no backward economy 
can really affort to provide adequate employment opportunities 
to a labour-force that always keeps on growing faster than 
the increase in the opportunities for employment. It must clearly 
be realised that the lack of employment opportunities in the over- 
populated backward economies is mainly due to a lack of technical 
progress which creates the virions circle of poverty, unemployment, 
low waaes, low production, low income, low investment etc. If the 
workers in the advanced countries are better off, it is due to technical 
progress and if the workers in the backward economies are miserable, 
it is due to a lack of technical progress. The condition seems to be 
warranted that technical progress is a necessary condition for the 
increase in the employment opportunities and betterment of wages 
over a long period of time. The impact of technical progress would 
be certainly beneficial if a good period of time be allowed for the 
consequences to work themselves out, A net increase in the 
national income to provide adequate wages to a growing labour- 
force would be impossible of achievement but for technical 
progress. 

Historically technical progress has invariably taken the form 
of capital-intensive method of production in the place of the labour- 
intensive methods of the pre-tecbnical era. The new tools and 
equipment forged by scientific knowledge require the investment of 
a good deal of labour to produce the means of production. Technical 
progress necessarily implies a great improvement in the demand for 
making capital goods Mining and metallurgy, machine tools, 
making of machines proper to be directly employed, heavy chemicals 
and electrical goods etc. constitute the basis for the expansion of 
capital goods industries and bence, employment opportunities for 
skilled as well as unskilled labour must increase enormously con- - 
comitant with technical progress. Capital-intensity of production 
•which is characteristic of production with the belp of modern equip- 
ments necessarily entails, however, a certain amount of labour 
displacement due to automation of the productive processes which 
otherwise would have been done with more of labour and less of 


TECHNICAL PROGRESS, EMPLOYMENT AND WAGES 


77 


capita? Increase m demand for labour m the capital-goods indus- 
tries which accompanies technical progress is partly offset by labour- 
displacing automatic method of production Better techniques 
of production which arc usually employed in the process of 
rationalisation lead immediately to a certain displacement of labour 
and that js the reason why the workers resist the introduction of better 
techniques of production This should not, however, lead us 
wrongly to the conclusion that technical progress is responsible for 
the creation of unemployment That conclusion would be wrong, 
based as it is on partial evidence In order to assess the consequences 
of technical program in terms of employment we must take into 
account the consequences on the entire economy and not merely on 
certain specific occupations that undergo technical progress Labour- 
displacement in some industries is usually accompanied by increased 
job opportunities elsewhere and hence, the net effect of technical 
progress could be assessed only when both the sides are fully taken 
into account Certainly frictions and technical structural adjust- 
ments! difficulties do not warrant the conclusion that technical 
progress leads to the creation of unemployment 

In fact technical progress bnngs about an improvement in 
the marginal productivity of labour and thus, the total demand 
for labour is likely to improve when the wage-rate does not run 
ahead of the marginal productivity of labour Technical progress 
brings ..bout a big increase in the total output of the community 
and hence, the capacity to save undergoes a radical improvement 
Given the capacity to save and an assured demand because of the 
rise in the income of the buyers, there is a big incentive to 
exploit the favourable market conditions In the early stages of 
growth the income elasticity of demand n> always positive and 
hence, a rise in the income which follows technical progress 
brings about a rise in demand and, therefore, the prices increase 
and cause a futher improvement in the marginal productivity of 
labour 

With an improvement in the marginal productivity of labour, 
' { he wage rates must rise sooner or later It is not because the em- 
ployers show a generosity but because the employers find it difficult 
to resist the claims of the workers for better wages due to the 
increase in the bargaining strength of labour on accont of an all 
round increase in the demand for labour which is characteristic of a 
growing economy Technical progress has never been responsible 
for the depression of wages. Investment, employment, wages and 
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technical progress are closely inter-connected and there is no reason 
to deny the belief that it is technical progress which has brought 
about a big increase in the real wages of the workers. Even the 
.control of the growth of the labour-force clearly depends on technical 
progress in the relevant field. 

POINTS TO REMEMBER 

/. In order to assess the impact of technical progress on employ- 
.ment and wages, tl is necessary to know the period mvohed as also the 
sum total of the consequences in the whole economy, besides the effects 
in the fields in which better techniques are directly introduced. 

2 The consequences could be examined either in the inductive 
or the deductixe kind of way. 

3 We can see the consequences in the countries in which a lot 
of technical progress has already been achieved. It is clear beyond 
any doubt that employment and wages are favourably influenced. 

4. The demand for labour to make capital-goods increases with 
technical progress, though the demand for labour in rationalised indus- 
tries declines. 

5. Technical progress brings about an improvement in the margi- 
nal productivity of labour and hence, demand for labour is likely to 
increase. 

6. Increased output makes possible better savings and better 
demand gives a better incentive and hence, there is a greater investment 
and employment. 

7. Wages rise with technical progress. The -disturbances are 
only of a short-term nature. 


15 , 

real capital." 

( Karnatak 1960) 

’* Discuss. 

{Karnatak ,1959) 


Q, . "One who tries to save destroys 
Examine the validity of the statement. 

“Saving is private virtue hut a public vice. 


SAVING— TRADITIONAL AND KEYNESIAN VIEWS (79 

Ans. Pior to the advent of the Keynesian school of thought, 
it was presumed in accordance with the assumptions of micro eco- 
nomic analysis that saving is an unquestionable virtue Hard work, 
maximum of earnings, thrift and minimum of expenditure on con- 
sumption were extolled by the puritans to be the highest of virtues. 
Max Weber gives a vivid description of the concept of economic 
morality practised by the puritans after the Reformation in Western 
Europe (Max Weber, Protestant Ethics and the Rise of Capitalism ) 
Everyone was advised to be as industrious as possible in his own 
calling and accumulate a fortune by maximising earning and mini- 
mising expenditure The belief in the virtue of savings remained 
totally unquestioned till the appearance of the General Theory of 
Keynes in the year 1936, which departed sharply from the tradi- 
tional mode of aaalysis Keynes arrived at a conclusion exa-lly 
contrary to the one that was universally accepted in his times 
because of the generality of his theory which was founded on 
macro economic analysis The conclusions deduced from micro 
economic analysis lead us many a time to utter absurdity Irom ibe 
angle of the society as a whole Tue controversy regarding saving 
ts an illustration in point 

Saving as a private virtue does not need much of an explana- 
tion Every individual docs possess some instinctive fear ot insecu 
nty for the morrow and hence, would like to assure himseil ip 
advance that suffiuet t care is exercised to make the future as secure 
as possible The man that indulges in reckless expenditure is likely 
to land himself into trouble when his resources get exhausted 
Everyone is, there! ore, well advised to save for the rainy day Apart 
from a positive care for the future, saving naturally emerges as a 
virtue when one condemns all expenditure beyond the barest 
minimum on grounds of puritamsm If earning be a great virtue 
and spending a vice, saving automatically emerges as a virtue Ttys 
was the religious injunction that was pointed out by Max Weber 
and he argues, it was this attitude that was responsible for the 
accumulation of investible funds for investment to make possible 
the nse of capitalism Saving was, therefore, held to be an implicit 
virtue AH this analysis was obviously made purely from the angle 
of the individual and the implications of saving from the social angle 
•were utterly neglected 

The Keynesian departure from the accepted mode of reasoning 
-starts from the proposition that one man’s expenditures another 


* uli, view AT A GLANCE 


"“ItZano™ 3 ' tr ° m °” e 3 " gfc b "omes 

receive sZ T.L “77 ^ Wh ° 

becomiog the receiver’s income I. , h , h P “ d ! r s expendilure 
relationship between expenditure and in apP . reclallon of this v itai 

society with a network 7 exchange , "I ' be C03,m of * 

the lull implications of 7e ™ ,M3 . ,bat •» light 

Saving as defined by Keynes is the excess ^ a ° d ” ot ' spend;il g- 
for consumption purposes In othe °f income over expenditure 
remains ate mee^ ° “'. s ISlZ ' “ ' hC '« id “' ,hat 

income. Given the size of the individual's inT' 1 ”'” 18 °“ l of “ given 
■could be realised only by curtailing consumption Th”' 6 ° f SaVi ” gS 
ht issue is whether curtailment of ™. P ' Th e precise point 
virtue. The Pre-Keynmian^me^f reas^n^reeards « 3 
sumption to the barest minimum « S ?? d a cut «n con- 
partiy on religious and partly on pseudoT^™ 8 h ' gh,y desirable 

have to examine this particular poiJ* r* c 0 ™ 0 grounds - We 
nf“ S , “i°”i byK ! y - *»h a Vi^ote^te ,2£L2J 


macro-basis as done by Keynes wM^a view™ <hC S ° Cial . angIe 0n a 
of a general curtailment of consumption n "° the ira P ,ication » 

the community in view of the virtuM.iv' “of ^ '7 mcmb “ s ° p 
expenditure. tuosity of saving as against 


whole would obviously imply a cut ," 7 7 ' co,nm "" , ' t f « a 

goods. A restraint on consumption must thlT f ° r consan ‘^ 

«ency of demand for consumer's goodTorod ,7 7 Create a ‘''li- 
the pnees of consumer's goodf and in 8 7 Wrse eff " ls ™ 

A depression of demand for consumer’s T' of ,beir p roducers. 
less of mcome for the producers of ,l S * W0U W mean not only 
demand for the producer's goods tb at 7.' E °° dS b “' “ Is0 less ° r 
consumer's good,. The demand tor i ", r '? u,red •<> Produce the 
demand m Ihe sense that these goods areT.' g °° dS “ 3 d ' r ™tcd 
their own sake but are demanded 7V'?"' d directly f„ r 

mer's goods for the prod„c,io n h ' d “'» d for consn- 

deficiency of demand for the producer ■? i '"l“ir=d. A 
incomes of the producers of th ese com l ds . w ould depress the 
consumption demand of those employ’™ l ""' 33d ,he . 

industries would also register a -7, , prod “«r's goodx 
consumption because of the belief in a» JL 8 ™? 1 « d "'tion in 
bring about a general deficiency of demand In 7' ° f sav ‘“S wo “' d 
fall in production, a shrinkage of the natimaf ° 8 *° 3 C0 “i*rable 
ievel of equilibrium because of the foil. 7"avi™"T Md 3 '»» 

_ 3 avmg - Savmg, which 



81 


SAVING— TRADITIONA.L AND KEYNESIAN VIEWS 

is a private virtue (if over done, it ceases to be a virtue even from 
tbe purely private interests), becomes a public vice because of the 
influence of saving in reducing the national income, when savings 
are kept idle Income, savings and consumption are closely inter- 
connected and whether saving is a virtue or a vice has to be 
determined on the basis of the effect of saving on income Savings 
that are hoarded certainly reduce the size of the national income 
and hence, hoardings are certainly a vice, during normal times 
(Hoardings during war times serve a useful purpose in the sense 
that to the extent of the value of the hoardings, inflationary 
pressures are held under check In fact, the actual influence of 
hoardings is likely to exceed their statistical value in view of the 
multiplier effects of spending which otherwise would have been 
produced ) What is a vice actually is not the act of saving but the 
act of hoarding Saving which is supposed to be a private virtue 
could also serve a good purpose if only savings be embodied in 
investment— in the creation of real capital assets It is the idle 
savings that stand to blame and not the savings that are productively 
used for the creation of investment goods One who tries to save 
destroys real capital only if one is unwise enough to hoards one’s 
savings and not make them available for investment In fact, no 
economic progress could ever be made without saving and investment 
being undertaken on a large scale Savings that are matched by 
thi creation of real capital assets he at the root of economic develop- 
ment, especially so in early stages of economic growth A diversion 
of resources Trom consumption to investment 's the very basis of 
progress and the stand taken by Marshall in this connection applies 
especially to the underdeveloped economies which stand badly in 
need of the creation of capital assets The Keynesian analysis is 
obviously made from the angle of economies which possess almost 
a surfeit of capital equipment and which, therefore, are mainly 
bothered about the constant utilisation of capital which depends 
on the perennially of demand The virtuosity or otherwise -of 
savings cannot be decided unless one considers the relationship 
between consumption, savings, investment and the national income. 
Whether it is a virtue or a vice depends entirely on the influence 
of saving on the national income which m turn depends on the 
relationship between savings and investment Unless we know 
what happens to investment, we cannot pronounce a judgment on 
savings 
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It is pertinent to ask as to bow the advanced countries of the 
world have been able to accumulate enormous capita!, especially, 
in the wake of the Industrial Revolution. In the early stages of their 
economic growth the currently advanced countries could never have 
-directed their disposal of income on the basis of the principle one 
who tries to save destroys real capital”. If this dictum were to be 
strictly applied when the total produce per capita used to be extre- 
mely small in the pre-industnal stages of growth ol the developed 
economies, there would never have emerged anything like an invest- 
ible surplus to be embodied in capital equipment. Saving is really 
that which remains after satisfying basic human requirements to 
maintain labour in state of excellent health and efficiency. With 
tbe emergence of savings certain men are released from the obligation 
to devote their time to the production of the articles of immediate 
and urgent consumption. Savings, first of all, create free time for 
a certain number of workers which depends on the volume of savings. 
Men who have free time because of the accumulation of savings 
to support them out of the work for an lmn ediate living may 
either spend their time in laxness as do most of the rentiers or, devote 
labour-time, thus begotten, to the construction of capital equipment 
which would enhance their productive power at a later stage. 
| 'Saving is thus a vital condition to the construction of capital in the 
initial stages of growth in order to enable the economy to arrive 
at the stage of “take off”. In the early stages of capitalism capital 
accumulates out of the savings created by the depression of wages 
to the level of a bare subsistence for the workers and the inflation 
of profits which also are not to be wasted in the conspicuous 
consumption of the wealthy. Tbe workers consume little because 
their wages are low and the entrepreneurs consume moderately under 
their religious injunctions since indulgence is supposed to be bad 
vulgarity. There is further craze for productive investment. More 
or less the same thing happens under communism. For workers, 
wages do remain low and conspicuous consumption is ruled out 
because of state-control. Saving is, therefore, a necessary condition 
for accumulation of capital. 

The dictum that to save is to destroy real capital is an outcome 
of the position that obtains at an advanced stage of economic 
development when there is a surfeit of productive capacity, already 
built up in the economy. Capital, once built up has to be kept 
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working and to keep capital working, the produce must be sold 
at a reasonable profit The buyers can lift the produce only if they 
spend^not save In this sense alone the Keynesian statement has 
some meaning 

POINTS TO REMEMBER 

1 Saving was supposed to be an unquestionable virtue on the 
basis of w rong micro economic analysis 

2 Max IVeber extolled the role of savings as the chief prime- 
moti\e for the initiation of the process of capitalist development 

3 The Keynesian Revolution departs sharply from the traditional 
view-point One man's expenditure is another man's income 

4 The relationship between savings , spending for consumption 
and investment was closelv examined by Keynes 

5 The general effect of a curtailment of consumption would be 
the creation of a general deficiency of demand 

6 It is idle savings that are to blame not those utilised for pur - 
< poses of investment 

SELECT READINGS 

1 Keynes General Theory 

2 Halm Money 

3 Robertson Money 

4 Crowlher An Outline of Money 


16 

Q, State Keynes’ views on the equality of savings and 
investment and show whether they would necessarily be equal 
v under macro dynamic conditions {Allahabad i960) 

“Savings and investment are equated by variations in the 
level of income ” 

‘Savings and investment are equated by variations in the 
rate of interest ’ Discuss ( Gauhati 1969) 

In what sense must savings and investment be always 
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equal ? Has such equality any relevance in the determination, 
of monetary policy ? 

‘Savings and Investment are always equal.’ ‘Savings 
and investment are equal only in equilibrium 5 Do yon think 
there is a possibility of reconciling these two statements ? 

In the light of the Keynesian definitions, consider how 
far the equality hetween savings and investment in equili- 
brium is meaningless. ( Allahabad 1958 ) 

Show how, according to Keynes , an economy can attain 
stable equality between savings and investment in equili- 
brium. 

“The so-called equality between saving and investment 
is meaningless.” Discuss. ( Delhi 1956) 

Ans. The Keynesian analysis of the relationship between 
savings and investment is an important land-mark in the course of 
evolution of his general theory about employment, interest and 
money and especially in the process of efflorescence of his thought, 
about the causes that determine the total volume of investment and 
output. Partial micro-reasoning done about the causes and conse- 
quences of saving and investment in the pre-Keynesian era could 
not obviously strike the heart of the problem due to a confused 
state of analysis which could not properly assign a central role to 
the influence of savings and investment on the size of the national 
income. The uniqueness of the general theory in connection with 
the analysis of the relationship between savings and investment Ties- 
in bringing to light the precise influence on income produced by the 
process of savings and investment. The integration of the various 
threads into a single well-knit scheme is the speciality of the Keyne- 
sian mode of thought. 

The savin gs-in vestment controversy has been very much alive 
in economic literature of quite a number of years, especially because 
of the fact that Keynes in his Treatise bad stated that savings and 
investment can be different while in General Theory he maintained 
that they must necessarily be equal. Actually, if we come to analyse 
-the problem we find that the real differences lie in the definitions- 
adopted and not in any defects of logic. People who quarrel with 
the definitions given by others do so mainly on the basis of the use- 
fulness of the definitions put forth. 
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Briefly speaking w»* say that whether savings [S]= invest Tent 
[I] or not depends upon how we define the two For install if 
we say that income [Y] is earned by consumption expenditure [C] 
and investment expenditure [IJ so that Y=C+I and Y earned is 
either saved or consumed so that Y=C+S, then necessarily S=I if 
the act of consumption in the first equation is the same as the act 
of consumption in the second equation In other words, we say 
that an act of consumption by creating consumption expenditure is 
on the one hand generating income and on the other if we say that 
by that very consumption act we are consuming away a part of the 
income which is being created, then C in both the equations Y—C+I 
and Y=C+S must be the same By the same logic whatever 
income is being generated through the process of I is not being 
consumed and hence is being saved and hence S=I 

It is quite clear that the above equality between S and I is 
being obtained by a peculiar logtc, \iz , that the act of generation 
and utilisation of the income is the same Naturally such a 
i -definition leading to equality between S and I pertatns to an ex post 
•definition— S and I covering a certain period of time however 
small or long it may be Further in this definition, the moment 
.an expenditure takes place it becomes a part of income and is 
hence, either being consumed up or saved and naturally if this 
expenditure is coming from consumption expenditure it is being 
consumed up, if not it is being saved Under such circumstances 
we could not get anything other than equality between S and I 
"We can also say that whenever investment expenditure rises, that 
very moment Y increases by an equivalent amount and that increased 
Y has to be held and owned by someone or the other If the 
recipient of that Y spends it still further, it must create an equi- 
valent additional income and be held by someone else Thus the 
very fact that any expenditure made must be received by somebody 
necessitates that it become a part of Y and hence add up to either C 
or S We must recall here that this equality of S and I is following 
^ ~ because of peculiar defimon of Y which is being adopted by Keynes 
in his General Theory 

In the Treatise, however, Keynes had adopted a different 
definition or Y and therefore, could maintain that S and I can be 
different There all receipts do not form part of Y Abnormal 
jtrofits or losses are neither to be added to income nor are they to be 
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subtracted from it. For this reason Keynes could state that when 
I rises, the only result is that total expenditure is more, so that pro- 
fits [Q] rise. Since savings are coming out of normal income, the 
result is that I>S by an amount equal to additional investment or 
profits Q. Similarly if investment falls, abnormal losses take place 
and lead to a situation where S>I. Keynes was excluding occurrence 
of abnormal profits or losses from the income accounts to show the 
effect of changing investment on prices. His mam purpose was to 
find out the way prices of consumption goods and capital goods get 
determined and fluctuate with changing investment leading to 
abnormal profits or losses. 

Thus for Keynes possibility of inequality of S and I in the 
Treatise was useful because it could help in the explanation of fluc- 
tuations in prices. In his General Theory, on the other hand, the- 
definitions adopted were of greater significance because there his 
purpose was not to discuss changes in prices but rather to eliminate 
them for finding out changes in real income and output. The ques- 
tion arises whether Keynes succeeded in his mission We find that ' 
equality of S and I in fact gives us no help in the icusiil analysis of y 
fluctuations in income What definitions of General Theory do is to 
eliminate the possibility of artificial change in the expression of 
income and employment caused by changes in monetary values, 
(In the Treatise his purpose was to analyse these monetary causes 
which bring monetary changes m terms of prices, profits etc., and so 
we find the possibility of inequality between S and I ) The real 
causes of fluctuations in income and employment are found in the 
four ultimate determinants of the economic system. Rate of inte- 
rest gets determined by money supply and liquidity preference, 
investment by rate of interest and marginal efficiency of capital, and 
consumption by consumption function. Saving and investment in 
General Theory are not the determinants but the determinates of 
the system. And to facilitate the analysis of income and employ- 
ment changes they have been assumed equal Keynes says that if 
the savings are a residual following Y and cnosumprinn in the" 
system, changes in J lead to changes in Y in such a way that sarings 
become equal to investment. 

Prof. Robertson had advanced quite different set of definitions 
of S and I by which their equality was not supposed to be used to- 
give us changes m prices and emergence of abnormal profits or losses' 
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only but rather changes in the income as such Prof Robertson 
says that instead of assuming that an act of consumption for exam- 
ple is to be viewed both as generating Y and spending on consump- 
tion out of that generated income, we should make the realistic 
assumption that it takes time to spend a part of the income which is 
being earned Accordingly . he says that we can divide time into 
small periods in such a way that income earned in one period can- 
not be spent in that period but becomes available for disposal in 
the next period The calender length of this period is of little signi- 
ficance , and may vary from economy to economy But given the 
length of this period which may be called a day, Robertson says 
that income earned in a day 1 is the result of the expenditure on C 
ind I in day 1 but S and consumption expenditure during day 1 
was coming out of the income earned during day 0 Thus while in 
day 1, disposable income earned in day 0 was divided into C and S, 
income earned during day 1 (which is to become disposable income 
of day 2) is equal to C-rl Thus obviously disposable income of day 
1 will be < disposable income of day 2 according as in day 1, 
T <S Prof Robertson maintains that this distinction between earned 
and disposable income enables us to trace changes m income from 
period to period He also maintains that this distinction not only 
helps us in tracing out changes in income but also enables us to find 
out, broadly, whether any forced savings or dissavings are taking 
place For instance, with rising'l, and given S the result may be just 
rising prices and rising money income only if the process is not 
accompanied by increase in real output 


On the face of it, Prof Robertson’s approach looks more imp- 
ressive as it purports to give us an explanation of both fluctuations 
in income as well as prices Further by varying the time interval 
between different “days” or by varying the lengths of the ' days” 
for different sectors of the economy it may be possible to weave out 
intricate patterns in which the fluctuations in incomes and price of 
an economy will take place But in reality Robertsonian analysis 
does not help much just as Keynesian analysis does not In 
Robertson we do not find any reason why I should be greater than 
S or vice versa , we do not know what should cause such a change 
and in what direction this change should be exoected to take place 
in the next period If it is maintained that changes in I and S in 
the coming periods will depend upon prices and incomes then we 
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have to find out the causal relations between incomes and consum- 
ption and prices and investment decisions. In other words, we are 
required to go into causes which determine investment and consump- 
tion decisions and that is what Keynes is doing in his Genera! 
Theory, and Keynes certainly does it more systematically and more 
successfully. It is, therefore, not to say that Keynes’ equality 
between S and 1 is meaningless. It has its own place and is not to 
be dislodged by any substitute. 


However, a thumping distinction between the ex-ante and 
ex-post concepts of S and I has come from the Swedish economists 
and is very helpful if incorporated in the Keynesian system not only 
in understanding what exactly Keynesian equality of S and I means 
but also in finding out the real limitation of such an assumption of 
equality. According to this distinction between ex-ante and ex-post 
S and I, we should distinguish btween what we plan to save and 
invest and what we actually save and invest. Our plans to save 
and invest are based upon our investment and savings schedules 
showing various amounts of savings and investment at different 
levels of incomes, prices etc However, in the ex-post sense I and S 
must be equal for they cannot be otherwise. Now if planned savings 
and planned investment are not equal then changes in income will 
take place. For example when with a given rate of interest, 
income etc,, people want to invest more than they plan to save, 
the result will be that bigger investment as compared with savings 
will lead to increased income (and naturally out of that increased 
income increased savings will be made). On the other hand if 
people want to invest less than they want to save, smaller invest- 
ment will take place ; but smaller investment will lead to reduced 
income hence reduced savings. It was for this reason that Keynes 
could also state at one place that S is always equal to I and at 
another that when I rises, Y rises in such a way that S rises to 
become equal to I. It is to be noted that this distinction between 
ex-ante and ex-post concept of S and I opened up an entirely new 
vista of analysis of fluctuations in income and employment. In Hicks, 
for example, we find the incorporation of a variety of time lags in 
conjunction with different patterns of investment leading to different 
patterns of fluctuations in income of the economy. It is with the 
help of a distinction between planned S and planned I and the 
acceptance of their inevitable post-facto equality that helps us in an 
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elaborate analysis of trade cycles Of course, just this distinction is 
not sufficient , problems of capital output ratio, the effect of changing 
demand and consumption on investment decisions, the distinction 
between induced and autonomous investment, the distinction between 
investment in working and fixed capital and a host of other 
things are needed for a complete analysis of trade cycle but this does 
•not in any way minimise the importance of this distinction Thus we 
can say that Keynes’ equality between S and I, provided we kept in 
mind the distinction between ex ante and ex-post concepts of these, 
is not at all a meaningless thing but a necessary and useful thing in 
the explanation of fluctuations in income and employment in a free 
enterprise economy 

In conclusion we can say that this equality between S and I 
does not mean that the economy is stable In Robertsonian system 
the economy will be stable if S and I are equal but not necessarily 
in Keynesian general theory system, since in Keynes General Theory 
equality between S and I follows from the definitions adopted by 
him In Keynesian General Theory, it is not the equality between S 
and I which is needed to stabilise the economy but the controlling of 
consumption and investment decisions In the Treatise, however, 
definitions of S and I were designed to help in the analysis of prices 
Therefore, it follows as tar as price stability goes, equality of S 
and I of the Treatise is of special significance for the monetary 
policy, because by keeping S=I it will be possible to avoid price 
fluctuations But when we come to the mamtainance of income 
Stability in the economy, we find that equality between S and I (of 
the General Theory) does not suggest any acMon for the monetary 
authorities Rather we have to search for the determinants of 
investment and consumption to find out the role of rate of interest 
etc , in order to make the analysis helpful for the monetary author! 
ties According to the General Theory, the monetary authorities 
should try to regulate the rate of interest in such a way that invest- 
ment is regulated through it and at the same time the monetary 
"authorities should try to provide extra purchasing power through 
deficit financing etc in order to stimulate demand and consumption 
in the economy It must be noted that deficit financing does not 
make a net addition to the total savings of the community It is 
just a way of augmenting the purchasing power at the disposal of 
public authorities Given a certain stock of real incom e during a 
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Q, Examine the various concepts of the multiplier. 
Discuss the applicability of the Keynesian theory of the 
multiplier to an underdeveloped economy ( Gujarat 1959 ) 

Discuss the theory of the multiplier, with special 
attention to the leakages and the factors which interfere with 
its working in underdeveloped countries (Punjab 1958) 

Ans The conception of the “multiplier” was introduced for 
the first time into economic analysis by Prof R F Kahn 1 In his 
concept of “employment multiplier' he envisaged a relationship 
between the primary employment created bv a piece of investment 
and the mciement in aggregate employment As he has put it, “It 
measures the ratio of the increment of total employment which is 
associated with a given increment of primary employment in the 
investment industries ’ For example, let us suppose an investment 
of Rs 70C0 is made on the construction of an irrigation dam, Rs. 

w.ht£b xs J^nertf xyrnu rsfvisf} ask} j.hp 

Rs 5000 upon labour Let us further suppose 50 labourers are 
employed— this represents the primary employment But the process 
of employment creation does not end with this Let us suppose 
90% of the wage-income, ie, Rs 4500 is spent by the labourers 
upon consumption goods The expenditure is equivalent to anr 

1 The Relation of Home Investment to Unemployment, Economic 
Journal, June 1931 
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investment in the consumption goods industry wh/ch creates further 
employment and thus the process goes on. Suppose at the end of 
the process the piece of investment creates an aggregate employment 
of 200, then the employment multiplier is VV® =4. 

Symbolically, if a given investment A I leads to a primary- 
employment of AM, total employment of AT and K be the 
employment multiplier, then AT— K.AM, 

The concept of the multiplier has been borrowed by Keynes 
from Kahn and has been incorporated into the General Theory. The 
Keynesian multiplier is different from the Kahn’s employment 
multiplier. The Keynesian concept is known as the “investment 
multiplier” which represents a relationship between an increment of 
investment and the resulting increment of income, 

Symbolically, if A l be the increment of investment (also called 
the “multiplicand”), AY the increment of income and K the 
investment multiplier, then AY=K.Al. 

There is a functional relationship between the investment 
multiplier and the marginal propensity to consume and save. 

We know that 1 if AY be the aggregate income, AC, consump- 
tion and Al> investment, then 

A Y= A C + A I 

or A Y AC , Al 

AY AY^AY 
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w bere —y is the marginal propensity to consume and 1 — is 

the marginal propensity to save. The multiplier is thus the 
reciprocal of the marginal propensity to save. 


AC 

AY 


In recent times another concept of multiplier has been evolved 
namely, ‘ foreign trade multiplier.” If the marginal propensity to 
save is s and the marginal propensity to import is m (i e., increment 
of expenditure on imports to increase in income), then the foreign 


J. Keynes, J.M . — General Theory, p 1J5 
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trade multiplier F=—j— For instance if (‘ e , i of the 
increment of income is saved) and m = t ( f £•» l of the increment of 
income is spent on imports). 



The multiplier does not always operate automatically and 
smoothly Neither does the income always increase by the full 
value of the multiplier There are certaia offsetting factors which 
have to be taken into account in estimating the net increase in 
income as a result of an increment of investment First, a net 
increase in public investment may be nullified by the diminished 
private investment For instance, the method of financing the public 
investment may raise the rate of interest and thus retard private 
investment Secondly, an increase m public investment may raise 
the prices of capital goods and thus affect private investment 
Besides these there are “leakages” which may interfere wtih the 
smooth operation of the multiplier process and slow down the pace 
of the mul lplier The following are the possible leakages in the 
multiplier 

1 The part of income that is saved in the form of idle bank 
deposits 

2 The part of the increment of income that is used to pay off 

debts 

3 The part that is invested m securities purchased from others 
who fail to spend the proceeds 

4 The part that is spent on imports which do not help home 
employment 

5 The part that is devoted to the purchase of output supplied 
from excess stocks vvuich may not be replaced This is the “negative 
investment” or disinvestment 

The Keynesian investment multiplier as discussed above is. a. 
purely static concept The most serious weakness of this concept is 1 
that it abstracts itself from the “time-element” and presumes all 
changes to happen simultaneously and instantaneously But m the 
real world, the adjustments in income and employment do not take 
place instantaneously but only after an interval of time the length of 
which depends upon various institutional, technical and structural 
rigidities and bottlenecks 
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Recently the concept of the multiplier has been given a dynamic 
form by Prof, J.R. Hicks 1 by introducing “time-lags” in the concept. 
In this dynamic theory of the multiplier, saving is not considered 
as a function of the current income but that of the income of the 
preceding period. In other words, saving is the difference between 
Ibe income of the preceding period and consumption of the current 
period. Among the various lags which interfere with the working 
of the multiplier mechanism, the two types of lags are of utmost 
significance. First, the lag between the increase in consumption and 
increase in production. The length of this type of lag depends upon 
such technical factors as the availability of raw materials, working 
capital, transport and communications, capital equipment and also 
upon the psychology of the business community and its response to 
increase in sales. Secondly, the lag between the recewt and disbursal 
of income. The length of this type of lag depends among other 
things upon the spending habits and the attitudes of the recipients of 
new incomes towards savings. 

How far is the -Keynesian multiplier theory applicable to the 
underdeveloped country ? 

The Keynesian multiplier theory is based on certain implicit 
assumptions. In the first place, Keynes assumes the existence of 
involuntary unemployment. As Keynes has defined the term, “Men 
are involuntarily unemployed if, in the event of a small rise in the 
price of wage-goods relatively to the money-wage, both the aggregate 
supply of labour willing to work for the current money-wage and the 
aggregate demand for it at that wage would be greater than the 
existing volume of employment.”* In other words, the presence of 
involuntary unemployment means that being under the “money 
illusion” labourers are prepared to accept a lower real wage although 
they many resist a cut in money-wage This crucial assumption 
underlying the Keynesian multiplier does not hold good in the under- 
developed country. The nature of unemployment in the underdevelop- 
ed country is completely different from involuntary unemployment 
peculiar to the .advanced udntfjtnL wint/?) . TVs. Vypt xf, tnKmfroy- 
ment characteristic of the underdeveloped country is known as 
disguised unemployment which does not make room for any substan- 


! . Hicks, J.R .- A Contribution to the Theory of Trade Cycle Ch 2 
2. Keynes, J.M. — Op, cit., p. 15. 
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tial cut in real wages In the underdeveloped country, the real wage 
even in the urban sector, not to speak of the rural sector is around 
the bare minimum necessary for physical existence 

Another crucial assumption underlying the Keynesian multiplier 
is the existence of excess capacity in capital equipment But as is 
well known one of the fundamental factors holding up the pace of 
•econmtc development in the underdeveloped country is the scarcity 
of capital and capital equipment In the absence of excess capacity 
in the capital equipment, an increase in investment merely leads to 
inflation of incomes and prices without increasing output or real in- 
come to the corresponding degree 

Let us examine more closely the nature and causes of the 
various time lags and bottlenecks which are likely to interfere with 
the multiplier process in the underdeveloped economy An incre- 
ment of investment leads m the first instance to an increase in output 
and employment The next increase according to the multiplier 
theory ought to come from consumption goods industry In a 
typical underdeveloped country, the chief consumption industry to 
which the additional demand would presumably be directed is agri- 
cultural food grains But agriculture all over the world is an industry 
where for technical reasons the supply curve is inelastic over the 
short period This is more so in a predominantly agricultural under- 
developed country It is an observed phenomenon that the supply 
curve of foodgrams in the underdeveloped country is not only inelastic 
but over a certain price range it tends to be backward sloping This 
is explained by the fact that as the income of the agriculturists rises, 
their propensity to consume also increases As foodgrams constitute 
the main item of their consumption, they consume more of their out- 
put than before This leads to a reduction in the marketed surplus of 
foodgrams This means in turn that the non agricultural sector now 
has to pay still higher prices for its foodgrams and raw materials, 
the industrial wages and with them prices begin to rise resulting in 
i vicious spiral of inflation 

Apart from these reasons, the agricultural producer is rather 
reluctant to act in the way postulated for entrepreneurs by Keynes 
in response to increased demand In the underdeveloped agricultural 


1 United Nations — Measures for Econom c Development of the Under - 
developed Countr es, p 42 
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sector of the underdeveloped country production is more for seif- 
consumption than for the market and a substantia! part of the bust-, 
ness does not come under money transaction at all. A given increase, 
in demand consequent upon *a jncrement of investment does not 
result in output of the corresponding order, • 

One may expect that the position would be different in the 
industrial sector. But even here the time-lags and bottlenecks of simi- 
lar nature prevent output and employment from increasing to any 
substantia! extent. The basic reasons here are the absence of excess- 
capacity in the equipment, non-availability of working capital, 
scarcity of skilled labour and technical personnel and various other , 
bottlenecks and rigidities characteristic of a shortage-dominated 
economy. 

The net result of the various time-lags and structural rigidities, 
and bottlenecks is that, the investment multiplier is much higher in 
terms of money income than real income and to that extent inflation- 
ary' pressure is generated. 

POINTS TO REMEMBER 

We may distinguish three different concepts of ", multiplier 

namely. 

(o) Employment multiplier ; 

(f>) Investment multiplier ; and 

(c) Foreign trade multiplier. 

2. The Keynesian investment multiplier is a purely static 
concept as it abstracts from the time element and assumes all adjust- 
ments to take place instantaneously and simultaneously. Prof. Hicks, 
however, has dynamised the concept by introducing the idea of 
“ time-lag ”, 

3. The Keynesian multiplier theory is of limited applicability 
to the overpopulated underdeveloped country. At first glance , , it seems 
that since the marginal propensity to consume is much higher in the 
backward country than in the advanced industrial country, the multiplier 
would operate more vigorously in the former. This , however, is true 
only in regard to money income and not real income. 

4. The assumptions underlying the Keynesian multiplier theory 
like the existence of involuntary unemployment (t.e. the scope for a cut 
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m real wages), the presence of excess capacity in the capital equipment , 
availability of skilled labour, technical personnel and transport which 
ensure an elastic supply of output do not hold good in the underdeve- 
loped country 

SELECT READINGS 

1 Keynes, J M General Theory, Ch X 

2 Kunhara, K K Introduction to Keynesian Dynamics, Ch VI 

3 Singh, V B (ed ) Symposium on Keynesian Economics (articles on 
Keynesian Economics by Dr V K R V Rao and Dr A K Das 
Gupta) 
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Q_. Examine the role of expectations in determining 
output and employment. ( Bombay 1958 ) 

Examine the appropriateness of Keynesian analysis of 
the role of expectations as a determinant of investment 

(Calcutta 1956) 

Ans The stability and progress of any society is largely 
conditioned by the volume of investment The larger the portion of 
the national income that is saved and invested the greater would be 
the rate of production of income-yielding assets and, therefore, the 
rounds of income to flow m the subsequent periods of time could be 
expected to grow larger, on the assumption of a full use of the as- 
sets produced The production capacity during a given period of 
time depends to a great extent on the investment undertaken during 
the previous periods in order to create durable assets of production 
and on the same line of reasoning the production capacity of the 
future would depend on the volume of investment, undertaken in the 
, present We can easily conceive of a regular “direct variation’* 
relationship between the flow of investment and the flow of the 
national income, presuming that the complementary conditions such 
as the supply of raw material, the continuance of demand, labour- 
management relations etc , work in the normal way It would not 
be any exaggeration to contend that the fate of a given economy 
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■depends in tbe long run on the regularity of the flow of investment. 
It is, therefore, of the highest importance to know what precisely 
are the factors that determine investment in a given community and 
to examine in this connection the Keynesian analysis regarding the 
irole of expectations. 

We had better start off with presumption that we are to 
■examine the appropriateness of the Keynesian analysis only in the 
light of the conditions of capitalist economy which implies, among 
other things (a) freedom of choice regarding occupation, consump- 
tion, saving and investment, (6) the right to the accumulation of 
private property, and (c) tbe right to the pursuit of self-interest 
within the legal framework of society. Investment in such a society 
obviously takes place only on the basis of a pursuit of profits. The 
principal factor which exercises a decisive role in the determination 
of the volume of investment is the expectations of financiers and 
•entrepreneurs regarding the likelihood of making a foriune in the 
future on the basis of the investment to be undertaken in the 
present 

The structure of the capitalistic mode of production is such that 
investment has to be undertaken in anticipation of future demand. 
Every financier and. entrepreneur contemplating a plan of investment 
must be agitated in his mind about the possibility of making a profit. 
It must be noted in this connection that the two functions of financ- 
ing and enterprise are largely separated in modern times and hence, 
the volume of investment undertaken during a given period of time 
does not depend on either of them alone. A major role, of course, 
is played by enterprise in the determination of the volume of invest- 
ment. It is pertinent, therefore, to examine the motivation of entre- 
preneurs in undertaking investment 

It has been made amply clear by Keynes that it is not merely 
the mathematical impulse to calculate profit possibilities which could 
account adequately for enterprise. There is always to be found a 
■spontaneous urge for activity based on a sanguine temperament 
■which underlies visions of building up a bright future on the basis 
of one’s enterprise. In the absence of a natural buoyancy of 
optimism, there would be very little of human activity indeed, in 
•the direction of investment for future demand. This is of parti- 
cular importance in view of the near possibility of making reliable 
forecasts as to how markets would turn in the future. Expectations 
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-are usually based on irrational beliefs constructed on the basis of a 
projection of the present trends into thefurure In fact, the predomi 
nance of the prevailing trends in the calculations about the future 
is so disproportionately heavy that favourable conditions of the 
present lead to sanguine expectations about the future and unfavour- 
able conditions, to pessimistic expectations This is how a boom 
leads to a further boom more intense than before and depression 
to a further depression Numerous individuals undertaking invest- 
ment in several directions have to rely perforce on their own expec- 
tations regarding the future built up mostly on wishful thinking 
The course of investment is determined by the course of fluctuations 
in the expectations of the entrepreneurs which is guided largely 
by the state of psychology that moves this class of people either 
to intense activity or to lethargic slackness The future is extremely 
uncertain indeed, and he would be a bold man who could make a 
Tehable prediction as to how the situation would change even during 
the short period 

A decisive factor m the present which exercisesan enormous 
influence on an investment is the state of fluctuations on the stock 
•exchanges The stock exchanges perform the function of a constant 
revaluation of the existing investment and guide the investors to 
invest their savings in one form or the other Investment m 
securities that already exists does not add a jot to the total volume 
of investment What it does is a mere transfer of ownership from 
one set of people to another The funds employed on the stock 
•exchanges for purposes of reaping huge speculative gains are so 
heavy that the genuine volume of investment in real enterprise is 
likely to be greatly hampered In fact Keynes contends that real 
enterprise based on long term expectations is greatly hampered be 
cause of the high order of preference received by speculative ventures 
at the hands of the business community The expectations on the 
■stock exchanges are so mercurial that it is exceedingly difficult to 
pronounce any judgment as to how the things would change Keynes 
regards speculation on the stock exchange to be highly detrimental 
■to real investment and progress and opines that the British Govern 
ment in contrast with the government of the USA has done well m 
imposing heavy taxes on speculative activities The stock exchanges 
■would for all practical purposes be useless but for the fact that they 
provide a comfortable sense of liquidity to the individual investor 
which in turn provides a great stimulus for investment 



100 


FULL VIEW AT A GL*NCE 


Expectations regarding capital appreciation and depreciation 
play an important role In determining the volume of investments 
These expectations are greatly influenced by the fluctuations of the; 
stock exchanges. There are certain things which one could reason- 
ably expect to come about in the normal course of time. A certain 
rise in population, for instance, would be a valuable certainty and. 
hence, the demand, for at least the necessaries of life could be 
expected to increase. Certain risk could be passed on to others on 
the basis of a long term contract. Investment in housing for 
example could be made secure on the basis of la no, -teem contracts' 
with the tenants. In such cases, there is a secure ground for 
optimistic expectations and hence, for long-term commitments in 
investment. 

Thus, it seems, waves and waves of expectations regarding"* 
what lies in store in the unpredictable future lies at the root of the 
investment activities in a modern capitalist community. Expecta- 
tion about expectations made by others plays a decisive role. The 
Keynesian analysis regarding the role of expectation in determining 
the total volume of investment in a free society correctly depicts 
what happens under capitalism. It has, however, no application to- 
a socialistic situation in which the volume of investment is governed 
i and guided by the Central Planning Board on the basis of its own 
aims and ambitions. Besides expectations, the rate of interest, the 
monetary and fiscal policy of the state etc., also play an important 
role in determining the rate of investment in a capitalist society. 

POINTS TO REMEMBER 

1 . The economic progress of a given society is largly conditioned 
by the total volume of investment undertaken from time to time. 

2. In a capitalist society the total volume of investment is large- 
ly governed by the expected rate of profits . 

3. The structure of capitalistic production is based primarily on 
the anticipation of a future demand. 

4. The spontaneous urge for enterprise apart from expectation 
about profits also play an important role. 

5. Speculation as against real enterprise absorbs a good pro- 
portion of the investible funds. 

6. Expectations regarding capital appreciation and depreciation 
also play a vitalvole. 

7. The m alysis has to be studied in the light of the 

total situation. 
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Q Do you agree with the view that economic fluctua- 
tions are necessary condition of economic progress ? Give 
reasons {Poona 1962 ) 

Ans Some economists seem to believe that economic fluctua- 
tions are a necessary condition for economic progress This belief 
is likely to have originated from *he historical experience of the 
countries of the west which have already achieved a revolutionary 
economic progress in the wake of the Industrial Revolution Their 
•progress has not been steady and smooth Their economic history 
is characterised by periodical ups and downs which have been so 
remarkably regular in their occurrence, that economtc historians 
show some inclination to believe that business cycles are a 
characteristic feature of all growing economies Progress in the 
western countries has been achieved through the business cycles 
and hence, the conclusion is drawn that economic fluctuations are 
a necessary condition of economic progress, whatever has been the 
course of development in the developed countries is likely to be the 
course of development in countries that are now trying to develop 
and hence, history is likely to repeat itself This is the line of 
•reasoning m the proposition We have to examine the assumptions 
of the proposition and see to what extent those assumptions are 
likely to repeat themselves in the course of development of the 
currently underdeveloped countries that are trying to develop 

Western countries are countries that have achieved economic 
iprogress mainly on the basis of private enterprise with only a 
marginal assistance from the state by way of protection to local 
andustnes It is only in the Soviet Union that the state has been 
the principal agency to initiate and sustain economic progress on 
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a planned basis. This is a very important point to note in 
connection with economic fluctuations that characterise the unplan- 
ned economies. A lack of co-ordination of the economic activities- 
of myriads or individuals lies at the root of the fluctuations in the 
western economies and, therefore, the positive proposition seems to 
be warranted that with a proper co-ordination and planning, the 
maladjustments in production could possibly be removed. Develop- 
ment on a planned basis is radically different from development oa 
the basis of private individual enterprise which keeps in groping 
for profit on inadequate knowledge of market conditions and on 
more or less irrational moods of the moment. A comprehensive 
plan based on reliable and adequate statistical knowledge may not 
be open to the same errors of production as is clearly evidenced by 
the Soviet experience. There have been no fluctuations of the capita- 
listic type in the course of development of the Soviet Union and if 
the underdeveloped countries follow the Soviet type of development, 
there seems to be no reason why fluctuations should be a necessary 
condition of economic development. 

Fluctuations, moreover, occurred m the past due to the non- 
interfering policies of the governments. The philosophy of laissez 
faire was carried to the extent of deprecating every economic activity 
of the state including those economic activities which were calcu- 
lated to advance the interests of the community as a whole. This 
philosophy reigned supreme right up to the advent of the Keynesian 
school of thought which completely demolished the old fashioned 
beliefs and strongly advocated corrective state action to counteract 
tbe fluctuations in economic activity which periodically caused so 
much of disturbance in the economy. Governments are no longer 
the mere onlookers of the fluctuations as they occur, but they do 
take today all sort of corrective measures to avert the fluctuations. 
This is particularly so ever since tbe thirties that taught a bitter 
lesson to tbe advocates of laissez faire. In the economies that are 
now trying to develop the governments are bound to assume a major 
role in the process of initiating aDd sustaining economic progress 
and it does not at all seem possible that they would let the fluctua- 
tions occur as in the past. The currently developing economies 
can draw on the experiences of the countries which have already 
developed and Van easily avoid committing the same mistakes On 
this ground as well it seems that fluctuations need not be a necessary- 
condition of economic progress. 
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Fluctuations in the past in the Western European economic* 
occurred due to the growth of inequalities in the distribution of 
income along with the growth in the national output The strong 
propensity to save of the wealthy classes created a deficit m the 
aggregate demand for goods and services and caused the periodical 
occurrence of depressions This was revealed sharply by the Marxi- 
an analysis as also later by the Keynesian school of thought and 
ga\e a sort of spur to the welfare measures which could incidentally 
be of benefit to the employers as well Keynes in particular brought 
to light the consequences that follow the propensity to consume 
as well as the propensity to save and their relation to the business 
cycles Keynes strongly advocated a public works policy and re- 
duction of inequalities through appropriate fiscal measures Pro- 
gressive taxation and progressive public expenditure were advocated, 
not merely on welfare grounds but also on the ground that these 
measures served a major anti cyclical purpose Since the adoption 
of these measures, there has been a big reduction in the amplitude 
of the fluctuations and, therefore, it is reasonable to believe that 
fluctuations could be avoided, if there is a better distribution of 
income The workers today are more conscious of their own 
rights and pm ileges and there is strong socialist bias in the countries 
that are now developing Therefore, great inequalities in the dis- 
tribution of wealth, and income which constitute a powerful reason 
for the fluctuations need not continue to remain in the countries 
that are now trying to develop On this ground as well, it seems 
that fluctuations need not be a necessary condition for economic 
progress to the extent that inequalities get corrected, fluctuations 
also get corrected and what is the reason to believe that inequalities 
would not get corrected 7 

Further fluctuations occurred in the past in the free economies, 
due to a sudden boost of economic activities during certain periods 
due to excessive optimism caused by factors of an impermanent 
cJxa.wjte.rAud Jbe acruU.u',? Juub waMau? Atsrff 

the causes of the later depression to follow There was no way of 
Tehably forecasting long-term demand Today there has been so 
much of a research in correctly understanding the probable nature 
of the markets in the future, that better predictions could be made 
and proper guidance provided to the entrepreneurs The big push 
to be followed by a stagnation need no longer be the natural rhythm 
of economic activity Adequate intelligence could be provided to- 
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the producers to see that their calculations do not go wrong. In 
spite of precautions some fluctuations may occur but fluctuation need 
not constitute a necessary condition for economic progress. That 
fluctuations have occurred in the past does not mean that they are a 
necessary condition for economic progress. 

Fluctuations in the agricultural sectors of the economy may 
occur due to seasonal conditions and hence, industrial fluctuations 
may also come about due to undependable sources of raw material 
supply or the supply of food-stuff for the industrial population. 
Fluctuations may and generally do occur in the course of economic 
development but that does not warrant the proposition that fluctua- 
tions are a necessary condition for economic progress. There is 
every reason to believe that economic progress would have been 
much greater if the western economies could possibly avoid the 
enormous loss of production of the depression periods. A boost in 
economic activity is a necessary condition for economic activity but 
not so the opposite, namely depression The proposition seems to 
be based on unsound reasoning. 

POINTS TO REMEMBER 

/. Some econcmists seem to belies s that fluctuations are a 
necessary condition of economic progres . 

2. Tins belief is likely to have originated from the experience of 
the Western European economies which have achieved progress through 
fluctuations. 

3. So runs the belief that what has happened in the past is 
likely to happen in the future also. A concomitant accident is taken to 
a necessary condition. This is a clear fallacy of reasoning. 

4. Fluctuations are the characteristic of an unplanned private 
enterprise economy which has no agency to co-ordinate the activities of 
myriads of individuals. Given proper planning, fluctuations could be 
avoided. 

5. Fluctuations occurred due to the laisse: faire policy of the 
slate. If the slate undertakes corrective anti-cyclical measures, fluctua- 
tions could be avoided. 

6. Fluctuations occurred because of inequalities and the defici- 
encies in aggregate demand that followed there from. This also could 
be corrected. 

7. Avoidance of fluctuations could bring about much greater 
progress by avoiding the loss of the depression periods. 
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Q “Prosperity is the cause of depression ” Comment 

(Kerala 1961) 

Ans Apparently, it appears rather paradoxical that prospe- 
rity should be the cause of depression The correlation between 
prosperity and depression could, perhaps, be best understood and 
•appreciated by a precise definition of the concepts which the two 
terms denote In the context of business cycles, prosperity stands 
for the up swing of economic activity that characterises a boom 
Prices continue to rise , profit goes on increasing , there is a good 
<feal of incentive for brisk investment in view of the general buoyancy 
and optimism that exists about the expected market conditions 
there is a full utilisation of installed plant capacity in different 
spheres of the economy employment opportunities multiply so much 
that unemployment sinks to its lowest level and sometimes gets 
completely eradicated , there is a tremendous increase in the net 
national product , commodities arc lifted off the market with very 
little effort and economic activity appears all bright and shining 
Rightly is this phase called the boom because business activity keeps 
•on booming with all round prosperity 

The term depression is a description of the state of affairs as 
obtain during the down swing of business activity Prices decline 
profits dwindle , there is a glut in the market of unsold stocks of 
goods , the employers can no longer afford to employ the usual 
volume of labour , a large number of workers are sacked to swell the 
army of the unemployed , there is a visible fall in output since there 
Is a significant under utilisation of installed productive capacity 
there is a fall in the earnings of every factor of production because 
profits decline, dividends sag rents dwindle and wages fall in the 
case of those who manage to remain in employment and disappear 
altogether in the case of those who are thrown out of employment 
The net result of a fall m the income of the people is a fall m the 
demand for goods and services which leads to a further fall in prices 
Depression deepens further throwing the economy m the midst of a 
whirlpool of pessimism 
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In every capitalist economy, there is a periodic alternation 
of booms and depressions. Explanations have been given for the 
phenomenon of business cycles in terms of under-consumption, 
over investment, over-production, seasonality of natural cycles in 
^agriculture etc. Our immediate concern is with the explanation of a 
depression and particularly, an analysis of the proposition that 
prosperity is the cause of depression. Any explanation of a dep- 
ression must be in terms of a lack of adequate demand for goods 
and services and, therefore, we have to examine the nature of a period 
of deficiency of demand which leads to the birth of a depression in 
the market. 

The point in issue is the influence of a period of prosperity on 
the nature of aggregate effective demand during a subsequent period 
which immediately follows at the end of boom The concept of 
a causal relationship necessarily implies succession of two pheno- 
mena in such a way that they could be said to be related in a causal 
kind of a way. The cause must not only precede the phenomenon 
for the occurrence of which it is held responsible hut must provide a 
sufficient evidence to show that, that cause alone has been responsible 
for the event In case the cause is removed, all other things 
remaining equal, the effect also should disappear. In this sense, if 
prosperity disappears, depression also should disappear, if at all the 
two phenomena are causally related It is also possible to conceive 
of a situation in which both prosperity and depression have their 
origin in a third cause, say for instance, the capitalistic mode of 
production and should the mode of production radically change, as 
under communism, there might occur neither a boom, nor a depres- 
sion in the cyclical sense. We are, however, not concerned with 
what might happen if the economic framework itself undergoes a 
radical structural change. We shall have to examine the phenomena 
as they occur within the capitalistic order. So, the question remains 
whether booms and depressions are causally connected. Should 
booms disappear there is reason to believe depression in the cyclical 
sense would not occur ; there would be only a low level of economic 
activity through and through with neither the prosperity of the 
boom period), nor the debacle of a depression. There would perhaps 
be a steady low level equilibrium without any serious jerks, excep- 
ting fer the natural seasonality in the extractive industries It is 
pertinent, therefore, to examine how the seeds of subsequent 
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depression are sown during the period of prosperit) The search 
for causation with regard to the origin of depression must be made 
in the vortex of components which constitute the essence of a boom, 
keeping an eye on those factors which arc likely to influence the 
aggregate demand for commodities as against their supply 

The existence of a boom in the market brings about a 
significantly notable change m the psychology or the entrepreneurial 
classes who are moved to their depths with the bright hopes of 
making a huge fortune on account of the buoyancy in the market 
Brisk turn over yields enormous profits, a considerable proportion 
of which is ploughed back to the market in the form of fresh invest- 
ment Every piece of investment creates additional productive 
capacity with a new tributary joining the main stream of the net 
national product Every investment makes a durable addition to 
the potent n) for the generation of income over the hfe of that 
investment The stimulus that the existence of a boom provides to 
the market evokes a zealous response in the form of a significant 
addition to the productive potential of the economy The supply 
positton not only improves because of fuller utilisation of produc.ive 
capacity already built up but also because of the fresh additions 
to the productive potential made in the form of new investment 
The total supply taking into accunt the old and the new investment 
made in economy, improves so much that the stream of the net 
national product overflows the banks inundating good many markets 
m which the specific supply of and demand for a certain category of 
commodities does come to a position of stable equilibrium There 
is no such thing as a co ordmated direction to the wild enthusiasm 
to investment to make a fortune especially because of the indivi- 
duality of the investment decision taken in a capitalistic society 
by numerous independent men in accordance with their own personal 
calculations regarding the possible trends of markets There is, 
therefore, not only the possibility of over investment in the sense or 
addition to productive potential much beyond the capacity of 
the market to absorb but, there is wrong direction to investment in 
many a case Investment once made is difficult to disinvest with a 
view to change over to a new field in which there is an unsatisfied 
emand There is a certain irreversible rigidity about investment- 
decisions 

A durable investment which makes a durable addition to the 
productive potential in the economy can continue to work unbroken 

/ 
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•only if there is a perennial demand to .lift commodities off the mar- 
ket. The perenniality or otherwise of demand for goods and services 
in general depend, given the size of the net national product, 'on' 
the way in which income comes to be distributed, especially after 
the additions to the productive potential. Should the pattern of 
distribution of the national income be reasonably equal, the propen- 
sity to consume taken in conjunction with the propensity to save 
and investment is likely to be adequate enough to ensure a suffici- 
ently strong demand to absorb the total product because the margi- 
nal propensity to consume of the poorer sections in the society is 
generally observed to be pretty strong as against the strong propen- 
sity to save of the well-to-do sections. The point at issue is that 
some group or the other in society must ba\ e the desire and the 
means to boy the commodities produced at a reasonable price which 
yields a fair return to the entrepreneurs. Should there be a want of 
■a sufficiently strong desire or a lack of adequate means, there is 
bound to be a deficiency of demand which results in the accumula- 
tion of unsold stocks in the market, leading to the onset of the 
so-called period of depression. 

How does a boom affect these two fundamental forces behind 
the demand for commodities 0 The answer to this question will 
enable ns to see if the seeds of depression are sown by prosperity. It 
seems the process works in the following logical sequence : 

1. The existence of a boom provides a strong stimulus to 
investment because of the bright hopes of making a huge fortune. 

2. The total productive potential in the economy improves in 
several directions leading to a big enlargement in the stream of the 
national income. 

3. In comparison with the enormous increase in the position 
of supply, demand lags behind. 

4. The reason for the comparative slackness of demand is 
primarily a bad distribution of income. 

5. Those who have the desire to buy do not have adequate 
means at their disposal and those who have the means, do not have 
the desire because they already have roost of tbeir conventional 
wants satisfied. 

Therefore prosperity is the cause of depression in the sense that 
prosperity does not bring about a proper distribution of income. 
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even as it adds to the productive potential The supply increases but 
demand does not register a rise in the same proportion primarily 
because of unequal distribution Prosperity well distributed should 
not cause any depression under it but extraordinary prosperity 
POINTS TO REMEMBER 

/ In a capitalist society, there is an alternation of prosperity 
and depression and because prosperity mianably leads to depression 
there is the suspicion of a causal relationship between the two. 

2 Prosperity refers to the upswing of the business cycle whereas 
depression refers to the downswing The two concepts need to be defined 
in unambiguous terms to understand the causal nexus between the two 

3 Mere succession of two phenomena is no proof of their being 
caused by one another There would be an adequate proof only if 
depression disappears with the removal of prosperity 

4 There does appear to be some causal nexus between pros- 
perity and depression in the framework of the operations of a capitalist 
society In case, there is no prosperity, there would be a constant low 
level equilibrium 

5 The stimulus of a boom evokes over enthusiastic investment 
which enormously improves the productive potential of the economy 
There is unco ordmated accretion of productive capacity in several 
directions 

6 Demand does not improve in proportion to the betterment in 
supply mainly because boom concentrates purchasing power m the 
hands of the minority of entrepreneurs and rentiers 

7 Those who have the desire to buy do not have adequate 
means at their disposal and those who have the means do not have the 
desire The result is depression The prime cause of depression 
is bad distribution Prosperity is the cause of depression only m a 
limited sense 
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Qs Evaluate the accelerator as a cycle maker 

(Poona 1959 ) 



no 


FULL VIEW AT A GLANCE 


What Is meant by the term acceleration-coefficient ? I& 
it correct to say that different cycles derive their character 
from the value attached to this co-efficient ? What are the 
different possibilities in this respect ? {Gujarat 1958) 

“The acceleration principle helps to shed light on some 
of the most widely observed characteristics of business 
cycle*’ Elucidate. On what factors will the strength of the 
acceleration effect depend ? (Karnaialc 1959) 

Does the acceleration principle offer an adequate expla- 
nation of the trade cycle ? ( Punjab 1958 ) 

Ans. The concept of the acceleration coefficient or relation was 
introduced into economic analysis by Prof R. F. Harrod in his 
epoch-making work Towards a Dynamic Economics The concept 
has been recently refined and given a usable shape by writers like 
J. M. Clark, Simon Kvznets, Samvclson and Kalecki. 

The acceleration principle implies a technical relationship 
‘between consumption and investment. The essence of the principle 
is that changes m investment ate a function not of the absolute level 
of consumption but of the relative change in consumption. On' 
account of this functional relationship between consumption and 
investment, a small change in the demand for consumption goods 
leads to a much wider change in the demand for capital goods. 

The concept can be made clear with the help of an illustration. 
Let us suppose that the annual output of doth is 100 and capital- 
•output ratio being l : l, 100 machines are required for the produc- 
tion of 100 units of cloth. Suppose further that the average life of 
the machines is 10 years so that 10 machines have to be replaced 
-every year Let now the demand for cloth increase by 10% which 
would induce a 10% increase m demand for machines. Thus the 
demand for machines will be 20 instead of 10 every year. In short, 
while the consumption has risen by only 10% investment has risen by 
100% (from 10 to 20 machines). Let us now assume that no further 
increase in consumption of cloth takes place, >.<?., although there is 
no absolute decline in consumption, the rate of growth of consump- 
tion becomes ?ero. In this case since the demand for machines for 
ihe purpose of. replacement would rise by 1 machine only, the total 
investment will decline from 20 machines to 11 machines. X^fall ni 
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the rate of change of consumption will thus cause an absolute change 
in investment 

The acceleration effect depends in the first place upon the 
capital-output ratio or capital co efficient Greater the capital co- 
efficient, larger would be the increase in investment as a result of a 
given increase in consumption Secondly, the size of the acceleration 
effect depends upon the durability of the capital equipment For 
instance, everything else remaining unchanged in the previous illustra- 
tion let us suppose that the life of the capital equipment is 20 years 
instead of 10 years The replacement demand for machines would 
then be 5 machines per year for every 100 machines Now if the 
demand for cloth increases by 10% the total demand for machines 
would jum-j up from 5 to 15, i e , it is trebled instead of being doubl- 
ed as in the previous case of a life of 10 years 

The acceleration effect is decidedly limited in periods of dec- 
lining demand A decline in the demand for capital equipment (i e , 
disinvestment) is necessarily limited to replacement A business 
enterprise cannot reduce its demand for capital equipment below 
aero . all it can do in response to a fall in demand for its product 
is to curtail its replacement and this is limited to zero Suppose 
replacement demand amounted to 10% of the capital equipment and 
a decline in demand for the finished products equal to 20% sets in 
The full working of the acceleration principle will require that the 
stock of capital equipment should also decline by 20% But the 
•stock of capital cannot be reduced in any one year by more than the 
amount of depreciation which is equal to replacement demand In 
this case the decline in demand for capital equipment is limited to 
the 10% replacement demand The remainder of 20% decline in the 
demand for finished product will be absorbed by allowing some of 
the remaining plants and equipment to lie idle 

The acceleration effect does not operate m the presence of ex- 
cess capacity in th: capital equipment If there is enough of excess 
capacity in the capital equipment, the in reased demand can be met 
by running down the excess capacity and there would be no magni- 
fication of demand for capital equipment This is an important 
limitation of the acceleration principle Many increases in the 
consumer demand may be met by working overtime or adding extra 
shifts and thus using the existing equipment more intensively 
Moreover industries which experience a variable demand are likely 
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to maintain a certain amount of excess capacity as a normal condi- 
non. 


The increase m the demand for finished products must be 
reasonably certain of continuing for a sufficient time in future and 
not be of a temporary character. No producer is going to respond 
to an increase m the demand for his product by ordering more 
capital equipment if he believes this increase to be only short-lived 
(as is the case with the consumer demand m the Diwali month or 
Christmas week) 

In recent times in spite of some of the weaknesses and limita- 
tions of the principle of acceleration, it has become an extremely 
popular tool for the analysis of the phenomenon of trade cycle. Prof. 
J.R. Hicks in his book A Contribution to the Theory of Trade Cycle 
has' advanced an explanation of the trade cycle in terms of the 
accelerator. c - 

Hicks’ theory of trade cycle is based upon the following funda- 
mental assumptions : , . 

1. He assumes a progressive economy in which autonomous- 
investment is increasing at a regular rate. 

2. The saving and investment co-efficients are such that any 
displacement from equilibrium results in a movement away from 
equilibrium though this movement may be lagged 

3. There is a constraint on the upward expansion of the eco- 
nomy provided by the “full employment ceiling”. 

4. Though there is no such direct constraint on the contrac- 
tion, yet the “transformation” of the accelerator in the downswing 
{ i.e disinvestment cannot exceed depreciation) provides an indirect 
constraint. 

These assumptions are diagrammatically represented in the- 
figure on the next page. 

AA' represents autonomous investment which is assumed to 
he growing at a constant rate g. 
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EE' indicates the equilibrium path of output which depends upon. 
AA' and is deduced by applying “super multiplier” to it 



FF represents the full employment ceiling which is assumed 
to grow at the same rate at which AA is growing 

LL' represents the lower equilibrium path of output or the- 
“floor”. 

Now let us see how given these assumptions the acceleration, 
effect flowing from an initial increment of investment results in cycli- 
cal fluctuations in income and employment 

Uptil P 0 the economy move along the equilibrium path of 
output EE But suppose at P 0 there is a burst of autonomous in 
vestment following say, an invention Although after the burst is 
over, autonomous investment falls back to its old level yet on 
account of the explosive saving and investment co-efficients as 
assumed in the theory, the path of output moves steadily away 
from EE' 

But the upward expansion cannot continue indefinitely Sooner 
or later the path of output hits the full employment ceiling such as- 
Pi and so the path of output turns down But \t does not tur n down 
i mmediatelv_after hitting For some time it creeps along the c eiling. 
Th is is because_of the “lagged” effect of the induced investm ent At 
th e point it hits the ceiling maximum effects of the induc ed mvest- 
ment_o£jhe _previous periods ha yg_n ai been realised as ye t T so it wilt 
creep along the ceiling until these effects have been exhausted The 
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moment t hese are exhausted, the path of output starts mo^itg jo ^n- 
■wardand.tbe downswing of the. cycle begins. 

Once output starts rolling it can no longer remain even along 
the equilibrium position. This is because of the history of past 
investment. In the initial periods 0, 1, 2, induced investments are 
such as raise output above the equilibrium level. When the System 
i bumping against the ceiling, induced investment is just enough to 
maintain output along the equilibrium path and in the last lew 
periods when output starts falling, current investment is below the 
level at which output can be maintained at tbe equilibrium level. 
By the time the fall in output reaches the equilibrium point, induced 
investment belonging to the initial period 0, 1, 2 becomes very weak, 
whereas the force of investments m the rest ot the periods together 
is not such as to sustain output at the equilibrium level. Hence 
output must decline below that level. 

Now the crucial question is what the character of the down- 
swing would be and whether the downward movement has a bottom 
below which it cannot go. Hicks shows that the working of the 
accelerator on the downward path is not tbe same in character as on 
the upward pa'h In fact, on the downswing path, there is a trans- 
formation of the accelerator. If the accelerator functions in the 
same way both in the upswing and downswing then the fall would be 
■a steep one as shown by QjP,?. But in reality disinvestment is 
limited by the rate of depreciation so that tbe fall in output is slower 
but prolonged as indicated by Q,Q t . The place of the ac cele rator is 
no\vtaken_by- s ometh ing anal ogous fo jh edownward revision of 
A A' beca use investment now consis ts o f autonomous inve stment 
minus the constant m^ pfdeprecia tion. This is like a downward 
revision of the autonomous investment line A A'. Thus since gross 
investment cannot fall below zero, the fall in output cannot go on 
indefinitely as in Q^P ,<?. The slump must have a bottom and this 
Boor is provided by LL'. The line LL' is deduced by applying the 
multiplier to the downward revised AA' aud this shows equilibrium 
■output corresponding to that lower level of AA'. 

Once tbe output pat h reaches LL* it does not t urn upwards 
imme diately— if ereeps along LL' for som e timeT This is beca use 
of the existence of excess capac ity. O nce excessx a pacitv i s exhaust- 
ed, ”tbepositIveacceIeratIon_e8ectcomesintooperatiMagain and 

the cyclc~canl>e repeated. - 
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Thus Hicks provides a satisfactory explanation of the turmqg 
-points as well as of the periodicity of the cycle Since the system, 
has a Ceiling and a floor, output and income changes will oscillate 
between these two limits as the pendulum of the clock moves 
between the two limits The very existeence of the ceiling and floor 
ensures some sort of periodicity which may not be regular under all 
circumstances. At the lower turning point Hicks makes a signifi- 
cant contribution to the theory of trade cycle by showing how 
excess capacity in capital equipment operates in delaying the 
upswing 

In spite of these merits, the Hicksian theory of trade cycle 
suffers from some serious weaknesses A! Prof Kaldor has aptly 
pointed out in an article in the Economic Journal (1954), the great- 
est vulnerable point of the Hicksian theory is the use of crude and 
-misleading acceleration principle The acceleration effect presup- 
poses the constancy of the capital output ratio But in reality 
•during cyclical fluctuations the capital output ratio is subject to 
Significant changes Similarly the acceleration principle presupposes 
the absence of excess capacity m capital equipment But the indus- 
tries which are subject to cyclical fluctuations are likely to maintain 
•excess capacity in plant and equipment as a normal rule Secondly, 
the explanation of the phenomenon of trade cycle furnished by Hicks,. 
js highly mechanical and in the real world movements do not take 
place so mechanically as Hicks has portrayed In particular Hicks 
fails to emphasise the psychological forces arising out of uncertainty 
and expectations which play a crucial role in a dynamic capitalist 
■economy 

POINTS TO REMEMBER 

I The principle of acceleration states that as imestment is a 
function not of the absolute level of co nsumptio n but of th e rate of. 
change of consumption, a small change m consumption leads to a 
multiple increase in investment 

J The size of the acceleration coefficient depends upon the 
capital output ratio and durability of the capital equipment The 
principle presupposes the absence of excess capacity in the capita l 
■equipment and the constancy of the capital-output ratio 

3 According to Prof Hicks the accelerator is primarily res- 
ponsible for causing cyclical movements in a progressive capitalist 
■Economy The limit to the upward expansion is provided by the\ 
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full employment ceiling and that to the downswing by the transforma- 
tion of the accelerator. 

4. The fundamental weakness of the Hicksian theory is the use 
of concept of the accelerator which presupposes constancy of the 
technique of production and the absence of excess capacity and neither 
of these presumptions holds good in times of cyclical fluctuations. This 
theory is also mechanical as it does not emphasise the crucial role of 
expectations and uncertainty. 

SELECT READINGS 

1. Wilson : Fluctuations m Income and Employ r-ent. 

2. Micks ' A Contribution to the Theory of Trade Cycle. 

3. Kaldoi . Hicks on Trade Cycle, Economic Journal, 1954 
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Q,. “The theory of the multiplier and the theory of 
the accelerator are two sides of the theory of fluctuations, 
just as the theory of demand and the theory of supply are 
two sides of the theory of value.” ( Hicks ) Discuss. 

( Bombay I958y 

Ans. According to the theory of value as we know the value 
of a commodity is determined by the interaction of the forces of 
supply and demand. The supply or demand alone cannot deter- 
mine the value. Similarly according to the recent thinking on- 
trade cycle the amplitude and direction of the cyclical fluctuations 
in income and employment are determined by the interaction of 
the multiplier and the accelerator. The independent operation of 
the multiplier or the accelerator is incapable of causing cyclical 
fluctuations. This is the essence of Samuelson’s theory of trade- 
cycle and has been incorporated by Hicks in his model of trade 
cycle. 

J ' The multiplier represents a relationship between* an increment 
of investment and the resulting increment in income. The size of 
the multiplier 'effect is -determined - by the marginal propensity to* 
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consume Higher the marginal propensity to consume larger would 
be the income generated as a result of a given increment of invest* 
ment The Keynesian concept of investment multiplier is a static 
one as it abstracts from the time element Hicks, however, has 
recently dynamised the concept of the multiplier by introducing 
lime lags The mere operation of the multiplier cannot explain the 
cyclical fluctuations 

The concept of the accelerator or acceleration effect is of 
•comparatively recent origin The essence of the principle of acce 
leration is that changes in investment are a function not of the 
absolute level of consumption but of the rate of change of consump 
tion On account of this functional relationship between consump 
tion and investment a slight change in consumption produces a 
much more violent change in income through change in investment 
The size of the acceleration effect depends upon the durability of 
the capital equipment and the capital output ratio Greater the 
•durability of the capital equipment and higher the capital output 
ratio, greater would be the acceleration effect The accelerator 
presupposes the absence of excess capacity in the capital equipment 
nnd the constancy of the technique of production If there is enough 
of excess capacity in the capital equipment the increased demand for 
consumption goods can be met by utilising the excess capacity and 
•therefore the increased consumption need not result in increased 
investment Similarly if the technique of production is subject to 
■change, the increased output of consumption goods can be produced 
by utilising the existing capital equipment more intensively without 
further investment in capital goods 


The accelerator also taken by itself in incapable of explaining 
•cyclical fluctuations in income and employment The acceleration 

. ' * mere V s °'* s ** ow a S lven change in consumption results in a 
•change in the level of investment 

TOm ,fs» raC T Ple ' eP1CtUre0fthe process of '"come propagat, on 
and the T er ’ “ ® amuel!on ,ns ' sts both 'he ntnlltpher effect 
rates tro t, r h ” f eCt A g,ve ° maamm of '"vestment gene 
out o tt°e nc 7 " Pl ' er meChamSm ,nco ™> ^ """sumption 
a7m has„s “ ,b , T rCSU,tS md “ Ced '"vestment witch 
Te on SaZ ' P ,er 7 eCt '" ,0n lncom = ""1 'hus the process 
sees on Samuelson m hts model shows , ha, tf the multtpher and 
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r COrabi,,Cd l ° Sah " * oblain c 5’ cIicaI 

tions m the level of aggregate income. 

Sa m ™«; E “ ,hC toda “”' al — W- underlying 1 
1 . It IS assumed that the governmental deficit spending of one- 

”,” MPC ' 10d " h,Ch bCSi “ ** “««« ^ col- 

The marginal propensity lo consume, a , s taken to be -5 
T 0 ™ “T lha ' “"”P«*» any period is e q „a, ,o 
period! mth ' na ‘ ional !nc °™ of the preceding: 

increase p ,s 'a 1 '” <» be unity. This means t hat art 

of iaduce^SfS^gli gP wi " rcsult » ° »nc rupee’s worth 

.he ' S PrCS “ ,Ed “ ™* be,W ’ 

'lime, .bere will be no , «™”« **”* • rupee for the first 

and hence the addit, 0 „ to theTatlr”“ d fr ° m Previous periods, 

'rupee spent. Thilm yi“d 5 ° °"’ C Wil) *“ °"P 

. Table I 


Periods I government ^ ( : urrent consump-l 
I ,lon '“duced by ' 

expenditure 1 previous «-* 


1-9375 

•9375 

96875 


Current private invest- 
ment proportional to 
increase in ccn'ump- 
tion p=| 


03125 

03125 

•0J5625 


Total 

national 

income 


’ 1. Table reproduced from Samoclson’s 

and Acer era,, on”, fa „ „ C '1, Z 

Association). tides (American Economic 
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incqipe > of the second period must therefore total Rs 2 Similarly in 
the thirj period the national income would be the sum of Re, 1 of 
consumption expenditure, 5 of induced private investment and Re 
1 of current government expenditure It is thus clear that given the 
valued of a and P the succeeding levels of national income can be 
easilv calculated It will be noted that the combined operation of the 
multiplier and acceleration causes the senes to reach a peak at the 
third year, a trough at the 7th and a peak at the lllh The cyclical 
ups and downs of this character cannot b: obtained from the senes 
by the multiplier effect or the accelexaMon effect independently The 
acceleration and the multiplier effects are thus the two sides of the 
cyclical fluctuations just as the supply and demand are the two sides 
of the theory of value 

Samuclson then shows that by merely changing ihe assumptions 
regarding the values of a and p qualitativrly different results are 



obtamed These changes in the nehaviour of the national income 
with Changes in the values of a and p are represented diagrammati- 
ca!ly in the Figure above 

Region A shows the behaviour of the national income when 
the value of p is relatively small In this case with a constant level 
of public expenditure, the national income will approach asymptoti- 

raUy a value times the constant level of public expenditure 

Region B shows that a constant continuing level of public 
expenditure will result in damped oscillatory movements of national 

’ ,neome ' gradually approaching the asymptote t imes the cons* 
taflt level of public expenditure 




120 


FULL VIEW AT AGLAj/CE 


Region C shows that a constant level of public expenditure 
■will result in explosive ever-increasing oscillations, i.e., their ampli- 
tude increases from cycle to cycle. ' 1 

Region D shows that if the value of * and ? are large a 
constant level of public expenditure will result in an ever-increasing 
national income (“compound rate of interest growth”) without 
oscillations. 

POINTS TO REMEMBER 

1. The multiplier explains how an increment or decrement of 
investment resuits in a multipie increase or decrease in income. 

'“ZT^ The accelerator explains how an increment or decrement of 
consumption expenditure results in a much larger increase or decrease 
in investment. 

^3. When the multiplier and the acceleration effects are combined 
we obtain cyclical movements in the level of national income. Thus 
the multiplier and acceleration are the two sides of the cyclical move- 
ments in income and employment. 

SELECT READINGS 

I Samuetson • Interaction of the Multiplier and Acceleration, Readings 
m the Theory of Business Cycles (American Economic Association). 

2. Day, A.C L. : Outline of Monetary Economics. 

3. Hicks J.Tt. : A Contribution to the Theory of Trade Cycle 
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Q,. Examine critically the over-investment theory of 
WiiMfA. csyJiis, . 

On what grounds would you regard the monetary, the 
under-consumption and the over-investment theories, taken 
independently, as inadequate explanations of the phenomenon 
■of business cycles ? Indicate whether and if so how, they 
could reconcile. {Delhi 1957) 


M0NFTARY, over-investment and under-consumption theories 12E 

Ans The over-invesment theory of trade cycle has been 
advanced by writers like Hayek, Robbins, Moses, Spiethoff, Cassel 
and Wicksell The over investment school of trade cycle consists of 
two branches The monetary over-investment theorists like Hayek, 
Moses and Robbins hold monetary factors to be primarily responsi- 
ble for over investment and trade cycles The non-monetary branch 
of over investment school consisting of Cassel, Schumpeter, Spiethoff 
and Wicksell emphasises technical and institutional factors like in- 
ventions discoveries, opening of new channels of trade, new sources 
of raw materials etc , as the casual forces in the phenomenon of trade 
cycles 

According to the monetary over investment school, the upswing 
begins when the market rate of interest falls below what Wicksell 
-described as the natural rate of interest The demand for credit in- 
creases and the level of money investment rises As there is usually 
a time lag between the inflow of investment and the outflow of 
output, the increase jn investment does not immediately lead 
to an increase in output On the contrary, an increase in invest- 
ment leads to a rise in prices and the rising prices by increasing 
profits stimulate further investment Thus a process of cumulative 
expansion begins and is sustained by credit expansion and inflation 
ary rise in onces 

So far the explanation runs parallel to the purely monetary 
theory of trade cycle as formulated by Hawtrey But according to 
the over-investment school, the process of expansion also produces a 
distortion in the structure of production This is the non monetary 
or the real aspect of the theory The capitalist structure of produc- 
tion is by its very nature capital intensive In the upswing the capi- 
tal intensity of the economy increases manifold Certain contract 
incomes like wages, salaries and rent lag behind the rising prices The 
rigidity of these incomes has the effect of curtailing consumption and 
imposing forced savings upon the community The forced savings 
increase the supply of mvestible funds and the market rate of inter 
est tends to fall This combined with the artificial gap between the 
natural and market rates of interest stimulates further investment 
As the rate of interest falls relatively to wages, capital intensive pro- 
duction becomes relatively cheaper than labour intensive produc 
Hon— the capital goods sector becomes over-developed relatively to 
the consumption goods sector 
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The seeds of the breakdown of the boom are .to be found ra 
this very phenomenon of the disproportiooality in the structure of pro- 
duction, The credit disbursed by the banking system soon becomes 
disposable income in the hands of the public. This increases the 
demand for consumption goods. The increase in the demand for 
consumption, goods implies that the production of consumption 
goods becomes relatively more profitable than capitdh goods so that 
there is a diversion of investment from the capital goods to the con- 
sumption goods sector. Secondly, the increased consumption -re- 
duces the volume of savings and consequently the rate of interest 
tends to rise. This affects the capital goods sector more adversely 
than the consumption goods sector. Thus the shortage of capital 
(equivalent to under-saving or over-consumption) brings the boom 
to an abrupt end and the old arrangement in the structure of pro- 
duction is restored. Besides these the banking system after a cer- 
tain point refuses to continue the process of credit expansion because 
of the danger of a collapse of the monetary system. *- 

The breakdown of the boom induces a process of deflation .and 
hoarding. Under the influence of general feeling of insecurity and 
pessimism the firms as well as the public seek to strengthen their 
liquidity position and there ensues a process of cumulative dowo- 
| swing. 

The over-investment theory of trade cycle suffers from a series 
of serious limitations. In the first place, the theory is based upon 
the implicit assumption of full employment. But it is much more 
realistic to start with a condition of unemployment. In such a case 
the effects of expanding bank credit would be very much different 
from those postulated by the over-investment school. Secondly, the 
concept of forced savings which is the heart of the analysis is based 
on the premise that consumption must be curtailed if the capital 
goods sector is to expand. Suppose, however, that widespread un- 
employment prevails at the time banks advance credit to business- 
men. Under these conditions it is possible to expand simultaneous- 
ly both the capital and consumption goods sectors. Prices of goods 
and services need not rise and forced savings need not be created 

• for financing investment in the capital goods production. Thirdly, 
the over-investment school over-estimates the influence of changes 

* in the rate of interest upon the character of production and- level 
of investment. Neither the level of investment is so responsive to 
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changes in the rate of interest hor is the capital intensity subject to- 
instantaneous fluctuations in response to small changes in the rate 
of interest Finally, the theory does not touch the originating 
causfe of the tfade Cycle Why is it that th$ market rate of interest 
falls at any time belovtf the natural rate and rises" •above the natural 
rdte at another time The theory does not furnish any satisfactory 
explanation Similarly, the theory does not explain the market 
periodicity of booms and depressions Thus the theory is an inade- 
quate explanation of the phenomenon of trade cycle 

The under-consumption theory of trade cycle is associated with 
the names of Malthus, Sismondi, Hobson, Foster and Catchings. 

The central theme of the under consumption theory is that 
depression is caused bv over saving the root of which is to be found 
in the unequal pattern of distribution of income particularly in the 
capitalist society The high propensity to save of the higher income 
classes creates a dehciency of aggregate demand The prices fall, 
profits are reduced and thus a process of cumulative contraction 
begins 

But how does the crisis start at all 9 How does the boom come 
to an end and give place to the depression 7 

I During the boom encouraged by rising prices and profits huge 
investments are made by the entrepreneurs in the production of 
Capital goods But the capitalist process of production is by its very 
nature time consuming Therefore, the output of consumption 
goods does not rise immediately Prices remain high and profit 
margins persist and there is constant stimulus to investment But 
afier the gestation period the consumable goods begin to pour into 
the market But the demand remains inadequate to absorb the 
increased supply of consumption goods on account of the natural 
Ihg between the rising prices (and profits) and wages The market 
of goods .'s glutted, their prices fa}! sad thus the boon 

comes to an end and the downswing begins 

The under consumption theory is an incomplete explanation of 
the cyclical fluctuations in income and employment It explains only 
the phase of depression , it does not provide any explanation of the 
boom Neither does the theory advance any reason for the marked 
and regular periodicity of the cyclical movements 
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con ™“ s ““ xy both the over-investment and under- 

■consumption theor.es are inadequate explanations of the trade cycle. 


and 11 wou| d appear that the two are widely different 

■and the differences are irreconcilable. The nndcr-consumption theory 
htT' distribution of income-an institutional facto 
as the cause of the depression. The over-investment theory on the 
e^Srr S J he m0nC — ' ‘^ninal factors as the cause 
o h ' 5 Secondly, in so far as the explanation 

pole, .par, 0 ™/' is <he two theories are 

comes to an efrt T"’"’ 8 “ ,he “ ver -' nves,m '"‘ theory the boom 
dr, /“ ,0fjb,, "d“ of <hc demand for con- 
Accordin8 ,othe”nder ““'‘T 01 shom £ e of investible capital, 
boom iives bl,hlTT P O ° thCOry * he other hand, the 

demand for consumption gold^' 00 b " :aUSC ° f ' he d ' fici '”ey of 


theories”' M Pto ‘ HatrtT" " to appa "”‘» <«—ta 
theories contemplate a nudad . | 3S P°’ n, ed out both the 
The allocation of resources' do^”* 7 ' b ' s,ruclure ° r production, 
demand for the output or the d fr COrresi,ond lo 'he monetary 
More precisely, the pattern of^n f™' SK,OT5 ° f ,be 
spending and saving But ,. P d “ C, j 0D do 's not correspond to 
same order Thetoofto are no, of the 

one theory, the bottom according”!' mcTh”"' 0 ” aCC<>rdi,I e tD 
relatively to the Bow of purchasL “ hcr ,S ov et-deveIoped 
theories can be . P °' VCr - Ia a sense both the 

coder consump,i„nis, ! ,rvesV„r ;' nVK,m ' nt ,he ° rits T ° «* 

-consumer demand. Accordmn t it, ' X “ SS1VI: ln relation to the 
mem is excessive relatively to ,h. ° v ' r -’ nve stment school, invest- 
■aiiveiy t0 the supply „f capital. 


According to the ^ocomum 'r° " 1 ™ r ' es are complementary, 
prices increase, profits and 7 ^ h "~ wages and 

to the over-investment school ml St,muIates investment. According 
Jh-ateof interest -SVS'r*?* 1 * * fa " 
between wages and profits is i mn w ■*" f ° rced sav,n S s - The lag 

The over-investmern Z* ZTTo^ ^ ^ ^ 
increased profits caused hv P b by we,come ‘he idea of 
■reinforcing the cumulative p rK ei‘ P ""’ i,ffeTmUal as a fa «or 
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The monetary theory of trade cycle has been advanced by Prof 
R G Hawtrey According to this theory trade cycle is a purely 
monetary phenomenon and is caused by monetary factors only As 
Hawtrey has put it, “The boom and depressions are the replica of 
inflation and deflation respectively” The boom is brought about 
by a fall in the bank-rate which induces the “dealers” to hold more 
goods They place orders with the producers of more goods— the 
scale of production expands and income and employment increase 
The depression is similarly caused by a rise in the bank rate 

The purely monetary theory taken by itself is also an inade- 
quate explanation of the trade cycle If it is true that the trade 
cycle is caused by monetary factors only, it follows monetary policy 
has an effective influence upon the course cf trade cycle This, 
however, is not borne out by experience For instance, during the 
depression of the thirties, the Federal Reserve System carried the 
process of credit expansion to fantastic extremes but without any 
effect upon the depression This clearly shows that there are non- 
i monetary factors which are beyond the control of the monetary 
; authority 

The monetary theory of trade cycle can be easily reconciled 
with the under consumption and over investment theories In the 
over investment theory the monetary branch of the over-investment 
school clearly emphasizes the role of monetary factors The boom 
is brought about by the market rate of interest falling below the 
naturul rate of interest Similarly the depression is caused by the 
market rate of interest rising above the natural rate of interest 
The under consumptionists do not explicitly emphasize the role of 
monetary factors but monetary factors can be introduced as 
additional factors reinforcing the cumulative process 

POINTS TO REMEMBER 

1 According to the over-in\estment theory, the upswing is 
caused by the market rate of interest falling below the natural rate 

^ and the downswing is caused by the reverse movement The theory 
is inadequate as it is based on the assumption of full employment and 
it is incapable of explaining the periodicity of the trade cycle 

2 According to the under-consumption theory the cause of trade 
cycle is the peculiar nature of capitalist production and the unequal 
distribution of income The theory is inadequate as it explains only 
depressions 
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3. According to the purely monetary theory booms and depres- 

sions ore caused by changes m the bank-rate, It is also an incomplete 
theory as it ignores important psychological, technical and institutional 
/actors. ' 1 ‘ 

4. All the three theories can be reconciled. The over-imestment 
as well as under-consumption' theories can be described as “over- 
investment” theories in a special sense. The monetary factors can 
serve as complementary factors in both the theories. 

SELECT READINGS 

1 Haberler . Prosperity and Depression. 

2 Estey • Business Cycles. 

3 Rimbard . Theory of Business Fluctuations. 
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Q,. Explain the concept of forced savings. How has 
this concept been used in explaining the occurrence of 
arises ? {Gujarat I960) 

Give a brief account of the saving process. Should 
saving lead to deflation and to economic stagnation ? 

Ans. It js remarkably amazing that such a simple phenome- 
non as that of the process of earning, spending and saving should be 
a matter of dispute. In the pre-Keynesian era, there does not 
seem to have been a lucid conception of saving and the economic 
significance of the process of saving. There did not exist a clear 
cut distinction between the micro and macro consequences of certain 
economic activities like consumption, saving and investment. It 
was just presumed that saving is an unquestionable eternal virtue— 
Thrift was extolled for its own sake and parsimony was held in the 
highest esleem particularly because it was a religious injunction. It 
was with the publication of the General Theory in the year' 1936 
that a searching analysis appeared on the scene regarding the con- 
ception of > income, the meaning of consumption, the process of 
saving, the significance of the process of saving and investment and . 
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the logic behind the cycle of exchanges constituting the net-work of 
the economic process One has to understand and appreciate the 
meaning and significance of the process of saving, before atlempting 
an analysis of the conception of forced savings 

Savings ordinarily would mean the excesss of income over con- 
sumption “oo far as 1 know, everyone agrees in meaning by saving 
the excess of income over what is spent on consumption”* The 
quarrel over the meaning of saving, therefore, could arise onlv 
regarding what is meant by income For example, Prof Robertson 
maintains that income in ihis conlext should mean disposable income 
which was earned * yesterday” and is available for spending todav 
Keynes himself had changed his stand from the Treatise to th 
General Theory In the Treattse Keynes did not include ,n mcome 
windfall pofits or losses and took account of only normal -Jl. 

In General Theory, however, he defined income a/ ^ 
receipts from wnatever source in a given penod and therefore wind 
fall profits or losses were to be reckoned as part of income or were ,o 
be excluded from it However, the question of income decides only 
the pioblcm of defining saving and not the problem of forced saving^ 

which'warno^plannei^b^ .^e savere C bld 1 udlldl^uul , to Q | J ^ aSe, j 3VJn ® 
them because of the cirumsiances ou, of ^ 

dard ra,: a o V ; n s 8 avmg”.° ZZZ TZl ^7 “ S °“ 

,, K vvn3i is a standard rale of savin* It wii k- 

also impossible to give a figure ,n absolute terms or oercel, r 
income Nor is ,1 possible to link the concept of fore a Ee of 
that ofsubjeclivc sacrifices of pains and pleasure! 7 T“ h 
his "Note on the Development or the rw.7 r S' Ha J ,eI: 

< ! Quarterly Journal „f Economics Nov 0f P° rccd “vmg" 

earlier days forced saving was assnr.e.J 532 u E ‘ h ° Vlew lhat ,n 
employment Bentham had introduced the™^ 001,051,1 of M 
stating how the people would be forced t£ save" f ° r “ d sav,n S 
full employment Because of the extreme of tntt *“ a ' r ° ady 
ment cannot increase output and results onlv m P ° yn,ent mTOt - 
onthe part of the community. Some similar ,° , ” P “ ,S ° r) ' sav "’S 
minds economists als* Keyn^otts Jper^ 


1 Keynes, ] M — General Theory t p 74 

2 Ibid, p 80 
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is good if we defined forced saving as the excess of „ 

over that saving which "would be saved if there were Ml I 
ment m a position of long-period equilibrium"! r f pkly ~ 
Keynes says that with the eL'ence ” mm ° lher Wortls - 
amount of investment and hence savin e is P ° yment ’ a certain - 
equilibrium- If the situation is therefore of 0^X17'°'™ 17 
to the excess of investment, forced savim, -n , p oymcnt due 
other hand, if full employment noTreach^d d P T > ° D lhE 
of investment, there will be less of savin due to lie deficiency 
employment savings. Thus if t h- e, a a' s compared with full 
as that rate which 1,11 be q bl = a “ "? ° f Sa ™* " Eb “ E " 
Keynes says we are able , 0 a nrojr d ™ P '° 5 ' mE ” 1 
He hastens to add further that in such a 7,"“ 10 ° 0f f °' CEd sav,n S- 
would be a rare phenomenon because seldom ,orced “"HI 

over-full employment state and a Tny ale , uch” a ° 
be stable. We shall be onlv haem. .. h s,luat, on will not 

<an be any such thing. only having “negative forced saving" if there 


the context of undeldfveCe^co^ntneT “ 1 “^ H "“v'™ timES 

szr s^i^r so ,7 ,o - e 

It is quite clear that with the advancement TT” “ "" “"“ ,ry - 
stock or the community has to increase and th s ° my ’ capital 
place only ,f out of current income more is saved 7™' ““ ,akp 
to whether .he average rale of saving should increasl 'T St, ° n aa 

immaterial so long as the current • ,ncre ase or decrease is 

figure. However, 8 with ” ZZkT*“ OV " “* ^ 
to have quicker economic development and ’with” ™ b ' P “ Siblt " 
slower economic development It is now d th ,Er savl »Ss, 
.he development of a country in s L e 77* '“7^ ,hal for 
have to be increased. But i J „1,Z ” ” °‘ her - “> a aa vings 
termed as forced savings in this context. anSK "’h"* Sav,ngs win bp 


Probably the best way to define forced savings will be to d . 
that part of saving as forced saving for which t , b d 

7* ^ 


I. Keynes, J.M .—General Theory, p. 80. 
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tries, for example, savings may be forced out of people by a State 
decree, or the people may be forced to save more through increased 
puces In an economy prices are determined by the flow of goods- 
and services and the flow of money demand, and the share ot any 
individual or group of individuals will be determined by the amount 
of money demand commanded by that individual or group as a 
proportion of total money demand Therefore, in the existing flow 
of money demand if the government injects more of money through 
deficit financing etc people will be able to get only a smaller share 
as determined by the extra purchases made by the government Such 
a phenomenon is a common sight during financial stringencies of 
governments, eg, during attar, when the government takes away 
forced loans, and injects additional money supply into the economy. 
As a result some portion of the national output is diverted towards 
the use of war purposes and the people are left with a smaller amount 
of goods and services 

The same phenomenon can be observed even in situation when 
the Government is not trying to inject more of purchasing power m 
the economy, but the process is taking place due to increased invest* 
ment Here we can think of forced savirgs either in the context of 
actuation where out definitions of savings and investment can 
permit a divergence between the two, or we have to introduce the 
distinction between ex ante and ex post savings and investment 
Usually the idea of forced savings was associated with the situation 
when investment could be different from savings as in Robertsonian 
sense and m the Treatise In such cases whenever investment is. 
greater than savings, there is an excess of expenditure leading to a 
rise in the prices and hence of savings Here forced savings are 
obviously taking place because of the forces of increased money 
supply in the face of rigid real income , that is to say investment is 
turning out to be only a monetary phenomenon not resulting in full 
increase m the real income , otherwise prices would not have risen 
s&w&gs nuw.U .nsv* Aavt? Ararctimf jVowever, sued a 
situation cannot be maintained indefinitely (First explanation of 
crisis because of forced saving ) On the one hand, the investors, 
looking at the rising prices and money profits, will be trying to in* 
crease investment and on the other band rigidity of real output would 
be forcing the people The boom will have to collapse With the- 
distribution of income becoming more and more in favour of profits 
it will not be possible to maintain the money demand for production 
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Investment wtll ha, i at - h ' amWpaW *** 

•ensue. C due to lhls cnsis a «d depression may 


- our^ZnTe' ab'ove « — «» * P-eed 

no. proceed on the ba sls of tncquatdy ^ ^ ,hat We "« d 

we measure ou. ca.egor.es in , erms of wage-Zs^ ’" d '"vestment. If 
in imestment will mean increase m real ’ then an y increase 

and hence real income ou. of which savin* m'vZ e ”’ plojn,<:nt 
.here is no question of any forced sa 8 5 would be coming. . Thus 
saving is always to come ou. of ™ g * ?° °" g aS mcreased real 
explanation of crisis which is u ,1, lncr “ sed real income. (Second 

!■". ™ sSl tZZ tl to*?** <>«•> 

efficiency of capital would be falling and woh 8 mar sinal 

propensity ,o consume will be f a n,„* "c" 8 '" COmC mareinal 

no. deforced ,o save more ,„ C e add, ,„ n ?“ S ' h °“^ P=°P' a would 
on. of additional iacome ,lllc ” al '"‘'"gs would be coming 
to keep pace with aggregate suooIvkZ" dtrnand will no. be able 
process and crisis 8 Zr.hTerLl' a eZ d t LT„!!!' 0 , n °J mm,mcnt 
investment still further to fin UD ,h ' J b " d b> ."creasing 
explaimtion of crisis is again wfth ^ 

m "™ s ° f — «. 

only m the ex post sense; but not n d are always equal 

And here we get a clear cm .v„i ”' CKSaril J r "> the ex-axle sense. 


Andhetewe ge, a clear e„. LLr""?" 5 ,ha «-»« s 

oome should take place when exa„T'Z°' “"'‘“"■ions in in- 
investment. If people pIan 1o to " **™» T ^ equal “ '«»<« 
naturally income will g0 on expand, „ E ” E tha " lh 'v Plan to save, 
inequality between Dianne,! e ‘ _ Hlt *s has made use of this 


inequality between planned TaWngsand *?* 0seof *Ws 
Contrita,™ /o.*er/,eoryo /r „ rf f " d .'"vestment in his 

two differ income mil go on fluctuate* , r " p,am h °w when the 
greater, the income will Jnrr»,,.„ Panned investment 


greater, the income will Increase Tn^tL Ifp,anned in vestment is 
savings are more, the income will decrease inThe 5 if pfanned - 
However, “foteed" savings are the result n th P " iod ' »™. 
ZZZTL*?** — d -fogs 


income and not the cause. 
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vard and downward phases, and there seems to be 
jd accordanceigreement as to the forces which aggravate the up 
disposal of mcownward process In the rising phase demand rises 
entirely on a , rise btttfig behind rising prices and profits , demand 
forced to earn lore than supply, while just the re\ erse happens in 
face of fixed phase 
io restrain hin 

directly as in a m *be economy there are often certain button mecha- 
xacy through d** ieinse * ves ma y not be able to generate a reverse 
what appears Jc h are certainly very helpful in checking the speed of 
oppressive mec Such mechanisms in the economy are called built 
to dictate to hP eanm B thereby that unen the economy is passing 
'Consumption aS phase of the trade cycle, they try to pull it back , 
evonomy is in the depression phase, they try to pull 
.tabilizers” naturally should go against the general 

* Irking of vanous economic forces in the economy if 
income , as ytell effective In the rising phase, for example, when 

2 5avi/ wer , s jncreasing all round, the built in stabilizers 
taken by Keyn t 0 reduce the availability of purchasing power to the 
be a rare /Amgferably to the potential spenders In the falling phase 
developed court he “stabilizers” should be able to inject more of 

3 The ver and revive demand 
-was never mte 

increased priced of such a built in stabilizer is income tax In most 

4 We £ income tax has a progressive structure Even if 
Jf savings are e proportional, it is quite clear that with rising income 
come m favour* Id go on increasing leading to increasing appropria 
cause a crisis ^ income by the State In the case of progressive 

5 //i w ndency is strengthened further However, just taxing 
.Assuming that the income does not suffice , it is necessary that this 
explained by fa hould be shunted out of the purchasing power flow of 
nal efficiency qhich the government may be doing through surplus 

6 In th tbe otfler band ,n the case of a depression, auto- 
j>ost concepts declining income taxation goes on decreasing, leaving 

The crisis will More P urcb asing power with the people In the olden 
' vestment ome t3X usually was not there, or formed only a 
of the income or was even regressive in certain cases, 
ilizug capacity was naturally best However, these 
t Ke>ntilt to find an example m which income tax is not 
2 Hayekt in stabilizer In the list of built in stabilizers we 
Quart t devices of a modern welfare State primarily designed 
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"«n>pIo yil , mtllIsuran ^ e "' fte " 'h=y are i„ „e e d. n , 

P% m e nt , unempIovm “-^ e Pa.m With rising laco £ '~J 

cn,r s ‘° unemployment funds g0 °™ at,c aUy go down and contri- 
amp oj cpayment so o„ rrs,„ g; „, hiIc f 

a r stme - “t ! 7rr has ^ 
° r ^>7rj c r ,n in<,us,ri «- ™ l, 

Farthe ;, h ™ Snppor,i ”8 a general lift; a ” d crap, °}™ni 

c=™„ d "t n P "« the Goienrmem ret°^ ^ econon, i c system, 
speculative P “ reSl!e <I during ■•bad-, deasc! *he stocks of the 
"« in prices. I>ad >™« thus preventing r 

u... _ 


o “ 

However, it h at . in . 

oHhe ee 0 "“ d fa <*•» “? ' h ' S ' b ”«‘-” p stahilirera 

War, 27 Jfc U.S.A. “-a major sector 

much of c 0 , _ r s,um Ps have been autn ^ S,nce Second World 
Mp. be, ” e ^“''“"•'■aPtrected without 
major way. p e o'T em,oned three built-in Ihat in lhe 

■«W^-J25K 3 majw »»r«on or!' h" Sre “ *°* in S 

Port policy , s We „ . fi,s are «n operation and * • ? COme m faxes ^ 
vcr y small portion” or ° Wn ,hro “gh°ut the wn “ sricultur a> Price sup- 
ra tes are low and Population is subieet rt f d ‘ C(ear b' if only a 
t/al socal sLril 5 "” 1 '"^ if gosernm ' f n" 1 iD '™'-ta s , if Jhe 
”jattcsquee 21D80 y ilt P ™ S r a !"®'s.the,ew 1 „ “ ” ot «W substau- 
Similarly if t f. injection of purcha^; b enough of auto- 
it must cover ®- Ven,inem » trying to im '^ P ° Wer in the economy, 
upon unimportantTh - SeC * 0rs of the econonw* f °^ pnce stabilization 
built-in stabilizers wo'T Abo ' e a,, » it has to DOt concentrate 
,s a,Wfl ys much more co * 3 sim Pte way n remembered that 
economy, if i t C0m plex and needs an - Tbe actuaI situation 
will not respond «?- 'i** Sens,tive to chan J nt . ncate treatment. An~ 
some of the sectr? et) ough to built • * S ° me of its secf or» 

- a. cetera, pST^*?** ^ s ,T * 
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BUILT IN STABILIZERS 

the problems of inflation and deflation would have not been bother- 
ing the governments so much In order to have a realistic policy we 
need a thorough controlling system of the economy’s various organs 
financial, monetary and others 

For example when we are faced with inflationary pressures* 
various other fiscal measures will also be needed We have already 
seen that to some extent fiscal measures in the form of income-tax 5 
unemployment insurance and other social security measures are quite 
helpful though often inadequate We need not repeat how these 
built in stabilizers which form a part of the fiscal measures work As 
was pointed out, it is not enough that these built in stabilizers 
should be at work With rising prices, there will be demand for 
rising wages, which if granted will raise the cost of production stilt 
further and thus will generate a cost price spiral In order to check 
it, it is necessary that money wages should be kept m check Also in 
order to discourage excessive investment, the government should 
levy extra taxes on profits and other incomes and should try to have 
Surplus budgets In the foreign trade field, the efforts of the govern- 
ment should be to have a deficit so that the foreign trade multiplier 
works in the direction of reducing money incomes of the people 
Ordinarily if exchange rates are pegged, with rising prices in the 
foreign markets, exports will be discouraged and imports will be 
encouraged But it may happen that special efforts are needed to curb 
(he inflationary pressure, especially when the foreign countries are 
also afflicted by it In such a situation, the reduction of import 
duties and enhancing of export duties is admirable In one word, 
what is required is increasing flow of goods and services and decreas- 
ed flow of purchasing power of economy 

There has to be a reversal of these measures m the depression 
phase of the busmens cycles One of the important steps is to raise 
wages so as to bring about an increase in the purchasing power of 
the workers But here it is feared that wage increase will mean in- 
creased cost and hence reduced profits leading to discouragement of 
investment 1 The classical economists believed that by reducing 


1 The controversy whether wage cut increases employment etc , or not 
and thus whether it pulls the economy out of depression has been dealt within 
greater detail m another question The student is advised to turn to that question 
it a detailed d scussion is needed 
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money wages of the workers it will be possible for the employers to 
employ more of them and thus the economy will reach full em- 
ployment ; while Keynes says that a reduction in money- wages would 
mean reduction of effective demand by almost the same proportion 
which would mean no increase in marginal efficiency of capital and 
hence no encouragement for investors Accordingly, Keynes recom- 
mends that instead of a wage cut we should try to encourage con- 
sumption and investment through other measures. 

Coming to fiscal and monetary measures in general we find 
that the primary aim of the government should be to stabilize the 
economy at a high level of employment and income (which does not 
mean that the economy will not be allowed to progress in terms of 
income, but the efforts have to be made that it should not decrease 
or should not increase in a manner which would inevitably lead to 
a fall). This does not imply absolute stability in a rigid manner. 
A modern economy is so complex by its very nature that it would be 
impossible to achieve this, probably it would not be advisable to do 
so, since after all economies progress only if theiT parts are allowed 
to move. Stability, however, here would mean no abrupt change in 
any of the major aspects of the economy, viz., income, employment, 
output and prices. Various measures, fiscal acd monetary, have 
been suggested for this and we shall go into them. 

We have already analysed the built-in stabilizers which are also 
called anti-cyclical measures. The most important task of these, 
as pointed out, is to regulate the flow of purchasing power in the 
economy so as to correspond to the flow of goods and services at 
high level of employment and income. Here special reference should 
be made of the Fact that in order to have a good anti-cyclical policy 
it is necessary to maintain not only an over-all balance of demand 
and supply, but also various sectoral balances. For example, when 
the government decides to have a deficit budget, it is decided that 
some purchasing power is to be injected into the market ; but the net 
effect of this injection will depend upon its quantity, its speed and 
the way it is injected and the sector in which it is injected. If, for 
example, the extra purcb3Singpower is distributed in the form of 
extra wage income to the workers (especially those who were hitherto 
unemployed) ; the result will be a sudden rise in the demand for such 
necessaries as food, clothing etc. On the other hand, if the govern- 
ment uses that money to increase the pay of its officers, probably an 
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'increased demand will be felt for cars and houses It is quite 
-essential, therefore, that the increased purchasing power should flow 
in those hands which are most Ukejy to create requisite demand both 
for unsold stocks at present as well as for unutilized capacity of 
various industries Sometimes the government may itself have to 
undertake various investmen* projects in hand in order to generate 
additional employment and demand and to convince the private 
investors of the profitability of investments Faced with the comp 
lexity of the issue Keynes declared “I conceive, therefore, that a 
•somewhat comprehensive socialization of imestment will prove the 
only means of securing an approximation to full employment , 
though this does not exclude all manner of compromises and devices 
by which the public authority will co operate with private initiative. 
In this connection it has to be remembered that a comprehensive 
control of investment would imply a comprehensive control of 
financial and monetary system of the economy Ordinarily it is 
thought that probably during depression lowering of bank rate and a 
general easing of the money supply should suffice with the most 
occasional selective credit controls But actually a much thorough 
regulation of the country s moaetary and financial institutions is 
necessary Firstly regulation of bank credit alone does not suffice 
Especially in the depression period investment will not revive simply 
because loans aTe easy to have , the investors must feel that it is 
profitable to invest , and secondly when prospects arc high investors 
are apt to find various ways of crossing the hurdles put in their way 
through monetary controls The recent Radcliffe Report has brought 
to the forefront the various ways in which checks on banks for 
tightening the bank credit may not suffice We may be able to 
check the flow of bank credit but the people have other sources of 
finance If, therefore, the economy is to be regulated, not only bank 
moneys but the whole financial structure of the economy needs cont 
rolling 

Tms'ormgs us to tne pertinent question oT psychological and 
institutional implications of these anti cyclical measures As far as 
? the psychological aspect is concerned, we must have knowledge of 
the reactions of investors and consumers to various measures taken 
by the State It is necessary to know how the investors react to 
various changes in the tax structure, changes in the cost structure 
and how they interpret the various investment opportunities 
presented before them In other words, we must know on what 
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major factors marginal efficiency of capital depends and which •'.of 
the determining factors has how much share in it. Further .it is to 
be found out as to what extent the economy is beset with various 
rigidities in the form of complementarities and specificities of 
technical or other nature. The less the technical -specificities and 
complementarities of the factors involved, the easier it will be to 
push the economy out of a depression or prevent it from inflation. 
In the absence of rigidities it is not so much necessary to work out 
in detail the effect of the impact of the government policy and 
their subsequent results — In other words, the problem of sectoral 
balances becomes less troublesome. However, more troublesome 
than technical rigidities will be the social rigidities in the form of 
non-competing groups etc. Prof. Kaldor, in one of his famous articles, 
has pointed out that it is easy to reach full employment through 
various anti-depression measures, but it is almost impossible to stab!* 1 
lise the economy there. The anti-cyclical measures imply the absence 
of all kinds of rigidities 

Talking further of the implications, we can mention the im- 
plied existence of “money-illusion.” This psychological factor has- 
a great importance in practical policy. For if it is there, it will be. 
possible to reduce real wages without reduciag effective demand and 
money- profitability of investment In other words, it will be easier 
to get the economy out of depression ; and if it is not there and the 
workers demand a certain level of real wages, depression cannot be 
remedied through a cut in real wages ; the methods employed will 
have to increase consumption and direct investment by the govern- 
ment. Similarly, the exact selection of monetary, fiscal and financial 
regulation of the economy will depend upon the institutional, 
structure of the economy. In a developed country there is an 
economic deficiency of aggregate demand mainly due to great 
inequalities of income leading to under-consumption on the part of 
the rich and there is a lack of overall co-ordination of economic 
activity. There has to be an integration of the government budget 
with that of the budget of the nation in the interest of economic 
stability. In a backward economy, this integration has to be done, 
ill the interest of economic development in order to release disequili- 
ing forces towards the growth. 
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POINTS TO REMEMBER 

1 Trade cycles are mainly a feature of de\ eloped free enterprise 
economies and there is a general agreement as to the forces h hick 
aggravate the upward and downward movement of the economy 

2 In most of the modern free enterprise economies there exist 
built in stabilrers e g , income tax , social security and price supports 

3 But their effectiveness depends upon their sire igth and support 
by other measures Simple working of 'stabilizers' should be supple- 
mented by intricate regulation of the economy 

4 In the inflationary phase the government should try to check 
rise m cost, wages and prices through direct steps and selective credit 
control and through budget and taxation Investment should also be 
discouraged Deficit balance of trade should be tried for In the de- 
flationary phase above measures should be reversed, 6m f money wages 
should not be cut or raised Consumption and investment should be 
encouraged 

5 However, throughout the government must try to maintain 
set toral balances aho For this a thorough regulation of the country's 
monetary and financial institutions is required These days probably 
controlling the financial institutions is becoming more important than 
controlling of banks alone We should try an overall stabihtv and not 
absolute stability of each sector 

6 Fot the success of the anti cyclical policies psychologically 
the investors and consumer'’ shall respond in the right way, and the 
response should be known to the government Confidence in the govern- 
mental ability should be time Technical and social rigidities should be 
the minimum possible 
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tendency towards expansion is transmuted from one group to another 
group o industries and thus the ,vho!e economy through , hi 
multiplier effect experiences a cumulative expansion 

. . 3 , , The L pr0CKS of cdtuulative expansion cannot go on 
indefinitely The increasing volume of investment requires ™ 
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lions to .step, up the ~Iev$l of investment. The mastering of 'the 
crisis thus lies in mastering the psychological crisis which is obviously 
a slow and gradual process. As Prof. Crowther hits put it, “The 
act of stopping a horse from drinking is necessarily sharp and 
-sudden ; to bring him to the water and persuade him to dnnk r ipay 
be a much slower business.” 

Keynes has also explained the observed periodicity of the boom 
and slump. The boom would continue until the resources are fully 
employed prices rise and costs of production are affected. The 
entrepreneurs would react to it by reducing investment — this is the 
beginning of the depression The period that elapses between the 
starting point of the depression and the beginning of the recovery 
is determined by two factors : («) the time necessary For the wearing 
out and obsolescence of the durable capital, (») the time that elapses 
before excess stocks which accumulate towards the end of the boom 
can be absorbed. It would also depend upon the counteracting 
measures under'aken by the government. Thus since the reversal 
is the result of an organic development and does not happen by 
accident, it naturally follows that it takes approximately the same 
time to work itself out on different occasions. Keynes estimates 
that the period of depression should not as a rule exceed 3 'to 5 
years in a modern industrial economy. He suggests that these 
movements were more characteristic of the 19th century than they 
are of the 20th. During the 19th century the tremendous forces of 
economic growth maintained the marginal efficiency of capital at a 
level which taken m relation to the rate of interest was high enough 
to permit variations between full employment and less than full 
employment. In the 20th century the slowing down of factors like 
population growth, geographical expansion and the accumulation 
of capital has rendered full employment virtually unattainable in 
any economy following the traditional policy of laisses faire. The 
threat of secular stagnation has replaced the intermittent phenomenon 
of business cycle. 

: POINTS TO REMEMBER 

}. Keynes has not furnished any complete and clear-cut theory 
-pf trade cycle . He merely attempts to shed light on some of the 
important features of the phenomenon of trade cycle. 

,2. According to Keynes the marginal efficiency of capital is the 
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villain of the piece The marginal efficiency of capital is cr highly 
psychological phenomenon and is subject to wide fluctuations 

3 The upswing is caused by a rise in the marginal efficiency of 
capital aud the consequent increase m investment 1 The boom may 
come to an end on account of either a rise m the rate of interest or an 
increase in the cost of production 

4 The downswing is caused by a fall in the marginal efficiency 
of capital and the consequent fall in investment The depression comes 
to an end on account of the end of disinvestment and the compensatory 
public investment 
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Q, Explain the monetary cause of booms and depres- 
sions in industrial activities {Agra l 96I) 

“The trade cycle is a purely monetary phenomenon ” 
Discuss (Karnatak I960) 

Do you agree with the view that monetary causes do not 
create the trade cycle but merely function as an aggravating 
factor t Give reasons for your answer ( Gauhali I960) 

Discuss how far the monetary theory of the trade cycle 
offers an adequate explanation of periodicity and the turning 
points ( Delhi 1960) 

How, and to what extent, can business cycles be 
explained in terms of monetary factors ( Delhi 1959) 

/' Discuss the part played by monetary factors in the 
development of the business cycle ( Karnatak 1959) 

Discuss critically the purely monetary theory of the 
trade cycle (, Allahabad 1959) 

“The trade cycle is a purely monetary phenomenon ” 
Comment if recent investigations into the cause of the trade 
-cycle bear this out {Allahabad 1958) 
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Ans. A purely monetary explanation of the phenomenon or 
trade cycle was furnished by the prominent monetary theorist R.G. 
Hawtrey. He propounded this thesis in a number of books hc= 
wrote ; mention may particularly be made of the following : 

1. Good and Bad Trade (1913) 

2. Art of Central Banking (1927) 

3. Capita! and Employment (1937). 

Hawtrey insists that non-monetary factors such as crop failures, 
wars etc. may breed a partial depression in particular sectors of the 
•economy but a general depression in the sense of the trade cycle 
cannot be induced by non-monetary factors alone. As Hawtrey has 
put it, “The variations in the effective demand which are the real 
substance of the trade cycle must be traced to changes in bank 
credit.” 1 2 Again, “The trade cycle is a monetary phenomenon because- 
general demand is itself a monetary phenomenon.” 1 

In the business activity of every advanced industrial economy 
credit plays a crucial role. But the credit system is highly elastic 
or as he has put n “inherently unstable” — it can be expanded or 
•contracted at any time. According to Hawtrey. this instability of • 
the credit system accounts for the phenomenon of trade cycle. As 
the bank-rate constitutes the chief string of the credit system, the 
phases of the trade cycle depend upon the changes in bank-rate. 
Hawtrey maintains that changes in the bank-rate exercise a very 
significant influence upon short-term borrowing— the borrowing by 
“dealers” who hold stock of goods with a view to be able to meet 
variations in consumer demand. As the major part of their business 
is financed by borrowed credit they are highly sensitive to changes 
in the bank-rate. 

The upswing of the trade cycle is brought about by an expan- 
sion of credit, i.e., by a lowering of the bank-rate. The sequence of 
events following a lowering of the bank-rate can be presented 
thus : 

1. The dealers are induced to hold a larger amount of goods. 
They place orders for more of goods to the producers. 

2. The producers experience a buoyancy of demand. They 
also perhaps borrow credit from the bank and expand the scale of 
production. 


1 . Hawtrey — Cap ‘lal end Emplo ) meet, p. 64 

2. lb‘d, p. 65 
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3 The tendency towards expansion is transmitted from one 
group of industries to another With the expansion of output, em- 
ployment and income also increase 

4 With the increase in incomes, the consumers’ outlay increa- 
ses and the dealers find their stocks depleting There result further 
Orders to producers, a further increase in productive capacity, in 
consumers* incomes and outlay 

There are two additional factors which aggravate the upswing. 
First, as the economy tends to reach a state of full employment, 
prices begin to rise The speculative motive of the dealers comes, 
into operation and they are tempted to hold larger stocks to sell at 
higher prices later Secondly, the velocity of circulation of money 
tends to increase both because of the briskness of trade and the 
speculation of the people Since the value of money gradually falls* 
people readily spend idle balances which may be at their disposal 

In short, a vicious spiral of inflation fed by a continuous- 
expansion of bank credit is set up 

But the process of expansion cannot go on indefinitely The 
man made limitations, limitation imposed by law and custom are 
brought into play The central bank in its anxiety to maintain price 
stability or exchange stability steps in and puts a check upon the 
credit system But since the progress of expansion after it has been 
allowed to gather a certain momentum can be stopped only by a 
jolt there is always the danger that expansion will not merely be 
stopped but reversed 

The downswing of the trade cycle brought about by a contrac- 
tion of credit is no less cumulative than the process of expansion 
The sequence of events in this case is — the dealers reduce their stocks* 
the producers experience a slackening of demand, employment* 
output and incomes shrink and thus a vicious spiral of deflation sets 
in In the downswing, the speculative motive of the consumers 
plays a more important role As the prices are falling day by day 
(or value of money is rising) the consumers postpone purchases m 
the hope of attaining better terms later and this aggravates the 
depression 

The process of contraction again cannot be permanent The 
centra! bank ultimately intervenes and starts a policy of expansion 
of credit This brings about a revival and the period of revival is. 
readily followed by a boom 


TT3Tr_ 
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Why do the upswing and downswing occur at regular inter- 
vals ? Hawtrey contends that periodicity is not an essential feature 
of the trade cycle. The Gold Standard was primarily responsible 
for the periodicity of the trade cycle. Under the automatic working 
of the gold standard, the length of the cycle was determined 
by the rate of progress of the processes on which the cycle depended,^ 
the absorption of the currency during the period of expansion am 
its return during the period of contraction. Since 1914 the 
automatic mechanism of the Gold Standard has ceased to function 
and the previous marked regularity in the alternation of periods of 
prosperity and depression has gone with the Gold Standard. 

In short, according to the monetary theory, the trade cycle is 
■due to variations in the purchasing power of the community. As 
Hawtrey observes. “The trade cycle is nothing but a replica of an 
outright money inflation and deflation.” And for the occurrence 
of booms and slumps, the bankers are responsible in the ultimate 
analysis. Indeed a single bank or banker cannot go very far, but 
the banking ssytem can. If one bank or a group of banks expands 
credit, other banks will find their reserves strengthened and will be 
induced, sometimes forced to expand too. In this way, a group of ’ 
banks can carry with it the whole banking system. 

How acceptable is this monetary interpretation of trade cycle ? 
The answer would depend upon what Hawtrey exactly means. If 
be means that trade cycle cannot be explained without the assistance 
of monetary factors, probably all would readily agree. That money 
is not a mere “veil” and it plays a significant role in determining 
the nature and level of economic activity is commonplace view in 
Ihe modern economics. If, on the other hand, Hawtrey means to 
suggest (as he apparently does) that the monetary factors alone are 
sufficient for causing cyclical fluctuations, it would be difficult to 
accept his theory on theoretical as well as practical grounds. At 
best, the monetary theory is an incomplete explanation of the trade 
cycle. 

In the first place, the superstructure of the monetary theory is'' 
"based upon the crude orthodox Quantity Theory of Money. As 
this is based on a host of unrealistic assumptions, the foundation 
-of the monetary theory is extremely weak. 

Secondly, as has been rightly pointed out by Prof. Harrod, 
the theory does not touch the originating cause of the phenomenon 
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•of trade cycle What starts the expansion or contraction 0 What 
forces induce the bankers to expand credit at one time and suddenly 
•contract credit at another time 0 The theory does not provide any 
satisfactory aswer to these crucial issues 

Finally, granted that monetary factors are the sufficient cause 
of trade cycle, it follows that the banking policy has a prompt and 
effective influence on the course of the cycle This is not fully 
supported by monetary experience In 1938, for instance, the Fede- 
ral Reserve System of America carried the process of credit expan- 
sion to fantastic extremes but all in vain It did not have any appre- 
ciable influence on the business activity This suggests that the 
■monetary theory unores technological and psychological factors and 
forces which play a significant role in the causation of the phenomena 
of trade cycle 

In the recent literature on trade cycle the purely monetary 
approach of Hawtrey has been abandoned and more scientific expla- 
nations of trade cycle have been offered by Keynes, Robertson, 
Hicks and many others. According to Prof Hicks whose theory is 
the most widely accepted one, the trade cycle can be explained exclu- 
sively in real terms without invoking the monetary factor* 

POINTS TO REMEMBER 

1 The purely monetary theory of trade cycle has been advance a 
by Hawtrey according to whom instability of credit is solely respon- 
sible for the cyclical fluctuations The upswing begins with an 
•expansion of credit and the downswing with the contraction of credit 

2 The upswing and downswing alternate on account of the 
jntenention of the central bank necessitated by law and custom 

3 The periodicity is not an essential feature of the trade cycle 
The Gold Standard nos responsible for the regularity of intervals bet- 
ween the boom and depression 

4 The monetary theory is at best an inadequate explanation 
of the trade cycle It does not explain the root cause of the pheno 
menon If the monetary factors alone are responsible for the trade 
cycle, the monetary authority should be able to control the course of 
she business cycle. But this is not borne out by experience showing 
clearly that there are other factors non monetary in character which 
■are beyond the control of the monetary authority 
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Q,. What is the relation of economic growth to fluctu- 
ations ? Do you agree with the view that the trade cycle is 
" ly “ ° f ,h ' *“* ? (J-fc, MO) 

. r ,r “>- S « y "°” omic K""” 11 ' »Uvay 5 t ), t . 

form of cyclical fluctuations in output? Examine in till, 
conteat the influence of the factors of growth and the factors 
Which produce oscillations. (G^ME) 

Ans. The history of the advanced capitalistic economies 
reveals that economic growth has been achieved through a series or 
cyclical fluctuations. I, would be more appropriate to conted .h« 
secular growth has not been seriously hampered by , he recurrent unc 
and downs, characterisine the rm ,„a . recurrent ups- 

been engaging, he nunds of economists s, nee long An 

cyclical monetary and fiscal measures have come into , 
because of the desire for stability within th P , * nt0 existe «ce 
the eapitalistie order. 1 ' he ^mework of 

in .he^^;~'^r , r ,i ”"? are r— «■*- - 

that growth eomes abont in response to the 

mly. The need takes the form of certain i‘i", commu- 

brium in a given situation caused by certain historical*!, ” dlS . equili '‘ 
set up and in order to correct the imbalance, a fresh waveT “ 

m ‘ C aC ' m,y C ° mES “ ,0 -ed is satisfied rem/om^ 
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and a certain passing equilibrium comes into existence This is oaly 
a short lived equilibrium because no sooner the old needs are satisfied, 
new needs appear in their place, resulting in the appearance of a 
new disequilibrium and hence, again a fresh wave of activity comes 
into motion This process of transition from oiv* state of disequili- 
brium to another, through some intermediate stages of temporary 
positions of seeming equilibrium continues ad infinitum Vain, 
mdeed, has been the search for stability Clever historians find that 
•this process of oscillation with the ebb and flow of economic activi- 
ties is inevitable if humanity is to march towards higher and 
higher summits of growth Some theoreticians openly contend that 
balanced growth is nothing short of a myth because it is totally 
contrary to all historical experiences On this basis has been drawn 
the inference that economic growth always takes the form of 
cyclical fluctuations in output Lack of fluctuations is equated with 
a state of stagnation and decay rath“r than with a state of stable 
-development 

The Tine of reasoning appears to be this Growth has always 
been preceded by fluctuations and therefore fluctuations are inherent 
in the process of growth Fluctuations are not only inherent in 
growth but they are responsible for growth There would be no 
growth at all without fluctuations Here is one of the best instances 
of a vicious circle of reasoning on the basis of a misplaced imputa- 
tion of an effect to a wrong cause, mistaking a shadow for the 
substance Fluctuations have not been the cause of growth nor are 
fluctuations inherent in the process of growth— fluctuations in the 
cyclical sense of the term We can cite instances of growth without 
fluctuations and also of fluctuations without growth The example of 
Soviet econornc growth is the best instance of development without 
the usual cyclical fluctuations of a capitalist society Similarly, 
fluctuations have also been there even in the backward areas of 
the world, without ever producing even the symptoms of growth 
Fluctuations have thus been neither the cause, nor the consequence 
of economic development They have been just a characteristic 
feature of the working of the capitalistic order The end of capital- 
ism would also mean the end of cyclical fluctuations as we under- 
stand the phenomenon today What should rightly be attributed 
-to the capitalistic order has been wrongly attributed to the proeess 
of growth 
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Discoveries and inventions, the development of scientific know- 
ledge, the application of knowledge to economic ends, the evolution 
of basic propensities conducive to economic growth, the overthrow of 
ideals opposed to economic development, economic ambitions pro- 
pelled by military and political goals, the instinctive love of comfort,, 
luxury and a glonus living rolling in prosperity etc., which have 
been at the root of economic development, can by no stretch of 
imagination be attributed to fluctuations Nor have the anti-cyclical 
monetary and fiscal measures widely undertaken in countries like 
Britain cried a halt to further development. If am thing, growth can- 
get ahead much better without fluctuations 

This does not mean that trade cycle is only a matter of ther 
past. Production under the rules of unbridled capitalism must 
necessarily lead to the usual economic fluctuations because of the 
retention of the causes which are held responsible for the ups and 
downs. Under-consumption, over saving, speculation, accumulation 
of inventories in order to take advantage of a possible rise in prices, 
ational projection of current economic treuds into an uncertain 
'uture, the unaccountable ebb and flow of the waves of optimism 
and pessimism, the erratic behaviour of the stock exchanges etc,,, 
are bound to continue when production is carried on in an unco- 
ordinated fashion by a large number of individuals and when income 
develops a natural tendency to get concentrated heavily in the hands 
of a small minority. It is only when an agency like the state emp- 
loys contracychcal budgetary and monetary measures that there is- 
some possibility of a reduction in the amplitude of the fluctuations. 
Even limited state interference, however, is strictly speaking against 
the rules of tbe game. Even with an all vigilant state set against 
fluctuations one could not assert with confidence that trade-cycles 
would be only a matter of the past Even with an integrated fiscal 
and monetary policy, tbe state might not succeed m completely 
eradicating trade cycles, because in a predominantly capitalistic order, 
the proportion of the economic activities which tbe state could in- 
fluence by its own policy might not be really very significant. So 
long as the lure of profits continues, economic activity is bound to- 
fwvrar, despeie eke reeks sad negateecaas of rile stare, ft is, of course 
well recognised that taxation, public expenditure, government grants- 
and subsidies, public debts, bank rate policy of the central bahk, 
credit control, open market operations etc. can exercise a good deal 
of influence in directingthe activities in the private sector of the- 
economv Thi«i« all the same no guarantee that the state would 
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succeed m completely eliminating trade cycles so as to justify the- 
statement that ‘trade cycle is now a matter of the past’ 

We may 'draw certain lessons from trade cycle theories for 
understanding the problems of growth of the backward areas but 
basically the two problems appear to be radically different In spite 
of a good deal of scratching of the brain economic theoreticians 
have not been in a position so far to evolve a universally acceptable 
theory of growth “The Wealth of Nations”, the “Net National 
Product , the “National Dividend”, the “National Income”, as 
explained by Smith, Marshall, Pigou and Fisher could be taken to 
be older theories of growth During the last twenty years there 
has been a plethora of literature on economic growth The days 
of Schumpeter, Weber and Marx are also gone We now ha\e m 
the field, among many others, Lewis, Kuznets, Rostow, Cohn Clark 
etc, but none of them has been able to evolve a rounded theory of 
development There is however, a good hope that out of the fer- 
mentation of thought brewing at present, something concrete might 
emerge If one hopes to understand the problems of growth merely 
by understanding the problems of fluctuations, one is very likely to 
be rudely disillusioned The problem of fluctuations appears to be 
just a minor fry in comparison with the biggest problem of economic 
development 


POINTS TO REMEMBER 

/ History of capitalism reveals that growth has come about 
despite recurrent economic fluctuations 

2 Growth and fluctuations — what is the cause and what is the 
consequence 9 Is there any relationship between the two 

3 What are the conditions for growth 9 Can we attribute the 
fulfilment of these conditions to economic fluctuations f 

4 The fallacy of ‘ before this, and hence because of this ” 

5 Integrated fiscal and monetary policy to avoid trade cycles — 
“trade cycles ” could not be a matter of the past 

6 r ictors that influence growth— different theories 
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Q.- Explain the relationship between the general 
level of wages and the rate of economic progress, both in 
advanced and developed economies . (Gauhati 1960) 

, , The rale of P r °S«« of a given economy obvionslv 

“a eX , ,C °‘ “ Wh,<:h P ro 8 ress *Proniotmg factors find ful’- 
filment and obstacles to growih are broken. During a period of rapid 

once oT r° SreSS ' '” comi: ' raisin e factors exercise a massive influ- 
aive nermds 5 ; DCOmc : d ‘P ressi "8 factors in such a way that in succes- 
= ,^sof growth the producive capacity of a given economy 

mark of nrTr,” 6 T CUrautal,ve P">“'*- The most distinctive hall- 
' of P'ogres, ,s the improvement in the productive capacity of a 

s: 1 »* — - *,«, 0 p f 

gr«s * IVC . n ec0n0I P8 tooves onward on the path of pro- 

be the most relia'ble IT prod “ c ' lve opacity wh.ch one conld take to 
h5 b '°"S ht “bout oc 

improving efficiency of labo^ d 'f ° v ' ry of Dew resour - 
covety of new marte,? , ' accumulation or capiul, dis- 

progress oriented change in the ' 1ErmS ° f ,rade: “ 
It is is awfully difficult to m governmental administration etc. 

par.,cula,facLra”tU :r“!r v T°b C Pr ° Sr ' 5S °“ e 

experience that economic n P< " ^ f°* because of the historical 

world has been broueht ah "Tif 5 “ diff ' rtnt advanced areas of the 
stances. “ Sht ab< "“ due *° a variety of antecedent eirenm- 

seneral level of wage^andt'he ,S °t la,e r 6 ' re| ationship between the 

advanced and underdeveloned em" ° f e “ noraic Progress, both in 
of economic progress to nma th nomies ' We have defined the rate 
ductive capacity of the com ^ ° r im P ro vcment in the prdr< 

•he relationsh.ptewe „ T no" y i , We hav ' *° “amine 

ment in the productive capacitTof thel " ^ ^ the improve- 
advanced economy and \b) a hJv! e ^° noraic s y stem («> an 
relationship between wages and ecn™^ a 0 " 0my ' Farther, this 
be examined i!y sifting the connection hTt develo P m ' n, cou| d best 
"*«, , . “ lsn between the several factors 
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also to appreciate how certain changes in the general level of wages 
would help towards breaking the obstacles to growth Our examina- 
tion of the problem would obviously proceed on the assumption that 
the economic mechanism in question is to operate in accordance with 
the rules of a free society 

In an advanced economy, progress implies not so much a dis 
tinct improvement m the productive capacity, which by definition 
has already reached a high level, as the full utilisation of the capa- 
city, already brought into existence May it be noted that this does 
not adumbrate that a further improvement in productive capacity is 
no progress for an already developed economy All that >t implies is 
that the advanced economies are more concerned with the problem 
of stabilisation of employment and production rather than with the 
task of raising productive capacity from the ‘boot straps' as is the 
case with the backward economies We, therefore, have to examine 
the relationship between the general level of wages and the problem 
of stabilisation of the working of the advanced economies at a high 
level of productivity Incidentally, a reference could also be made to 
the question of further improvement in the productive capacity of an 
advanced economy The Keynesian school of thought has done a 
thorough job in thrashing this problem in all its details and we 
could do no better than picking up the principle strands of reasoning 
advanced by Keynesian order to understand the relationship between 
the general level of wages and economic progress 

For an advanced economy, progress mainly implies stabilisation 
and stabilisation depends on the continued, unfailing maintenance of 
aggregate demand for commodities as well as for factors of produc- 
tion at a level of full employment of the resources, available at any 
particular point of time Maintenance of aggregate demand at a 
high level is the key to progress so far as the advanced economies 
are concerned We have, therefore, to examine the relationship 
between the general level of wages and the maintenance of aggregate 
demand at a high level The role of wages could be examined from 
two angles— (a) from the view-point of the employers who regard 
wages as a significant item of cost and (b) from the view-point of 
the workers who regard wages as the sole source of their [income It 
is the job of (he economic analyst to appreciate both the view-points 
and co ordinate the two from the angle of the working of the 
economy as a whole 

In the capitalist societies high wages have always b§en regarded 
a hindrance to progress because of the eternal conflict between capital 
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and labour and because of the mistaken belief of the capitalists that 
“the lower the wages, the greater the profits'*. The capitalists have 
looked upon wages as no more than irksome costs to be suffered on 
the score of inevitability. It is not only the capitalists but even some 
of the top-ranking economists like Pigou who held that unemploy- 
ment could be explained, by and large, in terms of wage-rigtdity. 
Given a certain amount of wage flexibility, they thought, full employ- 
ment would automatically be ensured and the economy would function 
smoothly without any hindrance. This snug belief of the pre-Keyne- 
sian era was totally blown up on the publication of the General 
Theory in the year 1936. Wages constitute not merely cost to the 
employers but they are the main source of demand for production. 
There is a depression of demand if wages be low because it is the 
wage-earners who have a high propensity to consume. It is now 
widely accepted that great inequalities of wealth and income, accom- 
panied by tbe low propensity to consume of the rich is mostly 
responsible for the chronic deficiency of demand and hence, the 
instability of the capitalistic order. The remedy for instability is to 
prevent a fall tn demand which m turn could be ensured be 5 t by 
upgrading wages and stimulating consumption. Over-saving or 
under-consumption theories of trade cycles hold that sagging demand 
could be buttressed only by stimulating consumption and investment 
in such a way that the total expenditure of the community would 
be enough to absorb all that has been produced. Harrod has 
pointed out the dangers of over-investment which more or less 
permanently raise the productive capacity and impose the necessity 
of corresponding order of repetitive expenditure if durable invest- 
ments are to be continuously utilised. The danger of under-utilis- 
ation of capacity is inherent in all advanced economies unless wages 
are kept at a high level so as to ensure unfailing demand. Progress 
in the advanced economies could be ensured by a better distribution 
of income which in turn could best be done by reducing the size of 
profits, rent and interest in relation to wage. The advanced econo- 
mies are not likely to be faced with the problem of a shrinkage in 
the investible funds of community doe to a rise m wages. There 
is such a surfeit of capital in tbe advanced economies ibal the eco- 
nomic theoreticians think in terms of accelerated depreciation in 
order to keep the doors open for further investment ’ The problem 
m the backward economies is exactly the opposite. 

In the underdeveloped areas of the world, tbe principal 

s obstacle Jn m-nwfh-hae hppn the rhrnnir shorts op «F an inwtfi Me - 
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surplus, accompanied by a technological backwardness, low efficiency 
of labour, the predominance of primitive primary occupations, result- 
ing in a constant under utilisation of the known resources, let alone 
the fact that the resources of these areas need to be further explored 
The relationship between the general level of wages and economic 
progress is more difficult to examine in the context of an under deve- 
loped situation than in the case of the advanced economies There' 
are quite a few conflicting strands of thought It is argued that 
wages in the initial stages of growth of a backward economy must be 
kept low in order to release as large a size of the national income as 
possible to form the mvesttble surplus which is pointed out to be the 
condition for growth A good deal of historical evidence from the 
early stages of growth of the currently advanced economies is 
proffered in support of the thests that high wages in the early stages 
would be incompatible with the requirements of a growing economy 
High wages would reduce the size of the investible surplus and thus 
would hamper the rate of growth of the economy It is also pointed 
out that labour in the pre industrial situation is by and large in- 
efficient and hence wages must also be low because of the producti- 
vity of labour In the over populated, under developed countries 
of the world, the supply of labour, especially unskilled labour is so 
much in excess of demand that the general level of wages is 
ridiculously low 

It is often said that there is no incentive for investment in a 
backward economy because of the general lack of demand The 
general lack of demand is partly due to the low level of wages 
Labour is of a poor quality primarily due to the low levels of living 
of the workers necessitated by low wages Marginal productivity 
of the workers is low not only because of the inefficiency of labour 
but also because of technological backwardness and inefficiency of 
management 

There is little to be gained by way of added investible surplus 
>v cutting down wages It would further reduce the efficiency of 
"^abour Much could be gained by cutting the superfluous consump- 
tion of the rich to add to the investible surplus In a backward 
situation, there is a much greater shortage of the human capital 
rather than the physical capital We can never hope to build up 
the necessary human capital unless we ensure at least a living wage. 
As it is, the general level of wages is much too low to permit 
workers to build up their health and skill which is the very foundations 
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POINTS TO REMEMBER 

1. Definition of progress— improvement in productive capacity. 

2. Factors that promote and ihose that hamper economic 
progress. 

3. In an advanced economy , the conception of progress implies 
more a matter of stabilising economic activity and not so much a basic 
improvement in the productive capacity. 

4. In a backward economy, growth has to start from the “ grass- 
roots ' ’. 

5. In a developed economy, “wages” would be the main source 
of demand. Fallacious conclusions could be drawn by looking upon 
wages merely as “ costs *\ 

6. There are good many gaps in a situation of under-develop- 
ment, the most important of which is human capital. Wages are 
closely concerned with the construction of human-capital. 


30 

Q,. “In a growing underdeveloped economy, the demand 
for money (at constant prices) would expand at a faster rate 
than the supply of output.” Discuss. (. Bombay 1962) 

Ans The primary issue that arises in this connection is the 
concept of the demand for money. The demand for money is a 
demand for money regardless of whether a country is developed or 
under-developed. The relevance of development, under-development 
and the process of growth » there in so far as they affect tbe 
demand for money. Tbe central point is the demand for money 
in a growing economy at constant prices. Constancy of prices is a- 
very unrealistic assumption in the context of a growing underdeve- 
loped economy but, all the same, our analysis must be made on 
this assumption. 

The demand for money is the demand for holding money as 
a means of ready purchasing power, rather than holding other 
assets which could be purchased by a person who has a certain 
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’ money The demand for holding money rather than 

~r,=r„, *. r- r.r;% .5’. 
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on their purses . themselves of the opportunities of 

reaping ^fortune 'on'the^tock exchanges The hqu.di.y preference 

of the people or the demand for money, increases or decreases in 
of the people . ra the motivation that accounts for 

accordance w h the chuff. » ^ .gainst assets at 

, iq u,d..y preference inoansare^^ preference would decline If 

the workers are paid a’t short intervals liquidity preference would 

decrease f rigorous restrictions be imposed by the governmen of 

t country on the opportunities for making a profit on the stock 
. , liauidity preference would decline A decline in the liqui 

exchanges, liquid ty pre r^ ^ ln , he dem and for money 

aSansemthe liquidity perference is an index of the increase in 
the demand for money 

In. growing underdeveloped economy, there is a constant 
, to raise the rate of investment in the private as well as the 
public sectors of the economy where both of them exist together 
or else the rate of tnvestment m the pubhe sector alone goes on 
or else, in Droce5S of development, as in a communist 

mcreasing^ ^ ]ch P te enterprise is not allowed to exist The 
preparedness to invest is the preparedness to hold assets other than 
money and hence, in a growing economy in which investment keeps 
on expanding, the liquidity preference should go on declining or in 
other words, the demand for money should go on declining This, 
however, is a misleading conclusion To be able to invest, the 
entrepreneurs have to collect a sufficient amount of liquid cash and 
hence the demand for liquid cash keeps on increasing This is 
- .fficiently evidenced by the fresh stream of stocks and shares that 
are issued by various joint stock companies or by the spurt in tbe 
demand for mvestible liquid funds from the banks and other 
financiers The loans floated by tbe government in order to be 
able to invest is also an instance of the demand for liquid funds 
for purposes of investment A decline in liquidity preference is 
meaningful only if there is a prior liquidity to be liquidated If the 
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prior liquidity is not there, there is no question of the willingness to 
invest. Thus in a growing underdeveloped economy, the demand for 
bolding money increases in order to prepare the economy to create 
other assets. The demand for liquidity increases with a view to use 
the liquid funds for creating productive assets. The demand for 
investible funds is the demand for liquid money and thus, we come to 
the paradoxical conclusion that a decline in the liquidity perfcrence 
so far as investment is concerned leads to an increased demand for 
liquid investible funds. 

The process of economic development is nothing but the pro- 
cess of investment m diverse fields of the economy in order to 
create the necessary preconditions for a sustained rate of growth of 
income. The income that is generated because of investment creates 
a demand for goods and services in accordance with the multiplier 
principle. The total volume ol transactions in the economy keeps 
on rising and hence, even if the prices remain constant, it is 
inevitable that the demand for money should keep on rising. If 
■we accept Fisher’s equation of exchange in terms of MV— PT in 
which M stands for the quantity of money as represented by the 
amount of notes and coins and V stands for the velocity of circula- 
tion of money, te , the number of times that a unit of currency 
changes hands during a given period of time. P stands for the general 
level of prices and T stands for the total volume of transactions, the 
facts are clear that T keeps on increasing as the economy grows to 
higher stages of growth Every increase m T necessarily postulates 
an increase either in M or in V. In fact, we should also introduce 
in this context the role of M and V which stand for the value of 
credit that is advanced by the banks and the velocity of circulation 
of credit respectively. A backward economy that aspires to grow 
festjias to meet the increase in the demand for money by increasing 
the suppljrof currency as well as by stimulating the expansion of bank- 
credit. V and U automatically expand in response to the growing 
needs of the economy. Demand is extremely brisk because of 
diminishing unemployment and the distribution of more and more of 
purchasing power in the community. 

Vti mHiViitm to tins nomraA phenomenon, there Vs Vne process o. 
monetisation of the economy because, the mutual cancellation of the 
obligation to pay that takes place under barter disappears with the 
growth of tne economy. The mediation of money to lubricate the 
•exchange transactions becomes a normal habit and this is an added 
season why the demand for money keeps on rising. 
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As against the increase in the demand for money which is 
nothing but the demand for expenditure, the supply of output is 
rather slow The supply of output has to be slow in the conditions 
of backwardness of an underdeveloped economy since the infra- 
structure does not exist in the early stages and the sort of enterprise 
apart from governmental enterpise is not adequate to organise the 
production of goods in demand Besides, investment m the first 
phase of growth is usually done towards the end of creating overhead 
facilities in the economy or creating the capital base It takes quite 
some time for the capital goods to come into existence and further, 
some more of time fo*- the consumers eoods to flow, with the help 
of the capital goods thus createu Production lags behind invest 
ment since investment cannot mature into production all of a sudden 
Inelasticity of output is however, a purely temporary phenomenon 
•and the very purpose of development is to break that inelasticity 

That, in a growing economy the demand for money (at constant 
prices) would expand at a faster rate than the supply of output is 
evidenced by the fact that the process of growth is invariably 
characterised by the appearance of inflationary conditions in the 
economy Excess of monetary demand in the context of inelastic or 
not particularly elastic supplies is the main cause for the appearance 
of inflationary conditions in the economy In fact, prices cannot at 
all remain constant in a situation in which a continually swelling 
stream of money meets with a stream of goods and services that 
remains persistently thin at the early stages The statement conse- 
quently appears quite valid 

POINTS TO REMEMBER 

1 The primary issue is the concept of the demand for money and 
the impact of the process of growth on the demand for money 

2 The second issue is the elasticity of supply of output ui 
response to the rise m the demand for capital goods as well as consumer 
goods 

3 The third point is the explanation why the demand for money 
m the early stages of growth of a backward economy increases faster 
than the increase m output 

4 The demand for money can be conceived tn terms of the 
liquidity preference of the people or in terms of Fishers equation of 
■exchange 
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j. In a growing economy, the demand for funds goes on increas- 
ing on account of the transactions moth e which becomes very powerful 
in the context of growth. 

6. M, V, M’ and V increase enormously in response to the 
demands of development. 

7 , Deficiencies of the infra structure, time-lags in production r 
society of private enterprise etc., account for the inelasticities in output 
in the short run. 

31 

Q. Examine the view that integration of monetary and 
fiscal policies is essential for a policy of development with 
stability. ( Gujarat 1959) 

Formulate a monetary policy for an underdeveloped 
country aiming at planned economic development. 

(W.B.C.S. J958 ) 

Ans. Development with stability is really an crcellent goal to 
aspire for, since there is certainly no point in living constantly under 
the threat of instability, having once attained a high stage of deve- 
lopment. The depression of 1929 has left indelible scars on the 
minds of the economists, politicians and the business people alike 
especially of the industrialised countries of the West. Even today, 
we find that the U S.A. is ceaselessly obsessed with the fear of a 
possible recession in business, resulting in all the usual horrors of 
shrinking profits, increasing unemployment, falling incomes, dwindl- 
ing demand which push the economy down the steep slope of a 
depression. How to preserve the basic frame-work of the capital- 
istic order and yet ensure a smooth and stable period of prosperity ^ 
has been a challenging question to the economic theoreticians and 
the votaries of democracy ever since the days of the histone depres- 
sion. The socialists argue that instability is inherent in the capital- 
istic economies because of the lack of over-all co-ordination, great 
inequalities in the distribution of wealth and incomes which must 
necessarily lead to a shrinkage of aggregate demand owing to the 
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low purchasing power of the vast majority of the poor classes, the 
necessity for the rich to save a considerab’e proportion of their 
incomes because of their attaining the point of satiation so far as. 
consumption is concerned and hence, a high propensity to save etc. 
Moreover, a certain amount of instability js inherent in producing 
for an uncertain market, in anticipation of a future demand The 
socialists believe that there is no escape from instability, short of a. 
total over all planning which brings about a co ordination of the 
activities of numerous individuals in the interests of the society as a 
whole 

The Keynes'an school or thought has brought forward certain 
novel proposals which strike a compromise between absolute toissez 
faire on the one hand and total over-all planning under a totalitarian 
regime on the other These proposals are embodied in their monetary 
and fiscal plans to regulate the working of the economic mechanism 
without the fear of the pitfalls arising out of the business cycles 
These proposals usually go by the name of contracychcal budgetary 
and monetary policy 

Taxation, public expenditure, administration of governmental 
loans, public works, governmental grants and subsidies etc , form a 
part of the fiscal policy of the state Monetary policy covers the 
regulation of the structure of interest rates, credit-control, open 
market polic>, determination of the quantity of currency and coins 
m circulation etc Monetary policy and fiscal policy are, really 
speaking, not two totally independent schemes which work on their 
own in their own spheres It is too well known in the post- 
Keynesian era to need any emphasis that any economic policy has 
a senes of repercussions throughout the economy Taxation policy 
and fiscal policy are not only mutually complementary but in fact, 
taxation policy should be a part of the monetary policy of the state 

We are required to thiak in terms of bending fiscal policy and 
monetary policy towards the goal of achieving development with 
stability When markets are booming, fiscal policy has to be so- 
designed as to mop up the excess of money m ibe public hands. 
The state ought to have a surplus budget during a period of boom. 
A surplus budget implies not only heavier taxation but also reduced 
expenditure, so that governmental administration as a part of the- 
economy does not contribute to the intensification of the boom 
-which sets the entrepreneurs afloat on the wildest of dreams of 
amassing a huge fortune as early as possible before the boom booms- 
TETC— 11 
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•out. It is necessary to curb excessive enthusiasm in order to avoid 
the crash, which is sure to come at a later date. Governmental 
•debt-administration must also be synthesised in tune with the gene- 
ral anti-cyclical fiscal policy. The government has to raise loans 
rather than repay the same during a period of boom. There is no 
room at all for embarking on a scheme of public work when the 
boom is on. If anything, some of the works already started must 
be withdrawn from execution, if possible. This is, in substance, 
the essence of the fiscal policy to be pursued during a period of 
boom. 

Monetary policy during a boom aims at reducing tbe 
accessibility of entrepreneurs to sources of easily inv^stible resources. 
Raising of the bank-rate, selling of treasury bills to the public, 
•raising the ratio of liquid deposits of the banks to the total advances, 
imposing rigid restriction on the banks in order to control their 
lending policy etc., are some of the monetary measures advised to 
be undertaken in conjunction with appropriate fiscal measures to 
•combat a boom. These measures, however, may or may not work. 
"When prices keep on soaring, entrepreneurs normally do not mind 
borrowing at a high rate of interest The government can throw 
treasury bills open to the public but if there be better alternatives 
for investment, people with savings to invest may not buy the bills. 
The banks themselves might offer attractive terms to their customers 
and in spite of a higher liquidity ratio, they might do a roaring 
business Defiance of actual physical restrictions is difficult but 
the lure of enormous profits might induce a large unopen business. 
Fiscal measures appear to be more effective because budgetary pro- 
posals are compulsory and not left to the sweet will and pleasure of 
private individuals. 

Prevention of the occurrence of a depression is far more 
difficult. Tax-concessions, increased grants and subsidies, expansion 
•of public works, repayment of loans to enable the public to spend 
more etc , are some of anti-depression fiscal measures. Lowering 
the bank rate, lowering the liquidity ratio of the banks, liberal 
discounting of bills, buying of shares etc., are some of the anti-' 
depression monetary measures. In the face of sagging prices and 
dwindling profits, these measures might not suffice to fill the 
■entrepreneurs with a robust sense of optimism to inspire them to 
intense economic activity so as to combat the onslaught of a 
depression. 
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Monetary and fiscal policies which might prove ineffective, 
taken independently, have to be integrated into a coherent single 
scheme so as to ensure development with stability It is obvious that 
.a t ulti frontal intensive attack should be much more powerful in its 
•operations than a unilateral fiscal or monetary policy Moreover, 
there is a certain amount of complementarity between the two sets 
•of measures and, hence both have to be taken together The State 
can give a general direction to the course of the economy by its own 
fiscal and monetary policy, especially so in the advanced economies 
The fiscal and monetary measures envisaged for an advanced 
•economy during a stale of depression have to be duly intensified in 
the case of an underdeveloped economy aiming at a planned pro 
gramme of development The advanced economies are bothered 
about stability, having attained a high stage of growth The back- 
ward economies have to design deliberately a clean break with a 
state of stable equilibrium at a low level of production and con- 
sumption The process of development deliberately disequili 
brates the economy in order to build up additional productive 
capacity A planned programme of development necessarily implies 
an ever increasing expansion in the sphere of the state and hence, 
a corresponding increase in the fiscal and monetary activities of 
the state 

Where planning is partial, as in the case of India, the fiscal and 
•monetary policies have to be so framed as to encourage large scale 
investment especially in the strategic sectors of the economy Taxa- 
tion must not discourage investment , must curb unnecessary con- 
sumption , must discourage functionless imports , must regulate the 
pattern of investment Monetary policy should also seek to achieve 
the goal of increasing investment in desirable channels 

There has to be an integration of fiscal and monetary policy 
with the aims and objects of a planned programme of development 
POINTS TO REMEMBER 

/ The inherent instability of the capitalistic order— lecurrent 
periodical crises— the threat of a depression always round the cornet 

2 The Keynesian diagnosis of the malady 

3 The components of a fiscal policy— taxation, public expendi- 
ture , public loans etc 

4 The constituents of a monetary policy — bank rate policy , 
open market operations , liquidity ratio of the banks, policy of the cent- 
ral bank towards money, etc 
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5, Contra-cyclical fiscal and monetary policy. 

6. The role of money in promoting economic tle\ ehpment on a 
planned basis. 


32 

Q, . Show how and to what extent monetary policy- 
can he used to promote economic development. 

(Allahabad 1960 } 

Discuss the relation of money to economic growth. 

(Gujarat 1958) 

Ans. To what extent monetary policy could be bent to sub- 
serve the ends of economic growth is a question of greater theoretical 
importance and of immense practical significance, especially to the- 
underdeveloped areas of the world. During the last twenty years, 
no single topic has engaged the minds of eminent economists ail over 
the world as the problem of economic development of the backward 
countries, covering between themselves about two-third of the human 
race. The problems confronting the underdeveloped areas of the 
world are so grave that all ways and means must be explored m the 
direction of promoting a rapid economic growth in order to 
emancipate billions of members of the human society from the 
strangulating hold of extremely low levels of income. 

The advanced countries of the world have found, by experience, 
that monetary policy could be employed to liberate their economies 
from the cyclical ups and downs. Economists like Keynes, Hansen 
and Lemer have convincingly argued that there is a possibility of 
stabilising the working of the capitalistic order just by manipu- 
lating monetary and fiscal policy without seriously interfering with 
the rules of a free society. They have prescribed preventive and 
curative monetary measures to avert violent fluctuations in. the- 
advanced 'economies. Their diagnosis as well as prescription is 
obviously based on the experience of the industrially advanced 
countries. Perhaps by analogy, the question has row come up as to 
whether* monetary policy could also be manipulated to promote to 
economic growth of the backward areas. 
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There are economies and economies which could be called 
underdeveloped and it is rather difficult to examine the relationship 
between monetaty policy and economic development in a genral 
way, covering backward countries with different degrees of under- 
•de\elopment, due to a variety of distinct economic and social 
antecedents of their own What immediately matters, however, for 
our purposes is the extent of monetisation in a given economy 
Monetary measures could be expected to evoke the intended res- 
ponse to the extent that the backward economies have been mone- 
tised Money could play a significant role to the extent that 
production, distribution, consumption, saving and investment are 
.guided and governed by the influence of money This is by far the 
•most important condition for the successful manipulation of mone 
tary policy 

The underdeveloped economies are characterised by the 
existence of a predominant primary sector comprising the extractive 
industries like agriculture, forestry and fisheries which are hardly 
-monetised Subsistence farmers who are numerically the largest, 
produce primarily for the consumption of their own families and 
the village artisans engage themselves in some economic activity 
•mainly for barter The wants of the vast majority of the rural folks 
are awfully meagre and hence, the need for exchange, especially in 
'terms of money, arises only for a few basic commodities like salt 
and kerosene It is found, for instance, that in a typical Indian 
village exchange in terms of money is confined to about only 30% 
of the requirements of the villagers, the rest being satisfied by the 
farmers on their own The point to notice is that the scope for 
monetary manipulation in order to promote economic development 
gets severely restricted in the context of typical underdevelop 
ment situation in which money plays only a minor role The apph 
cation of monetary policy postulates a highly monetised economic 
system like the one that we find m the industrialised economies 
of the world in which production assumes the usual form of M C-M 
— investment of money by the entrepreneurs (M) m order to make 
more of money (M ) by producing commodities m anticipation of a 
future demand 

It is doubtful whether manoeuvring of monetary policy could 
ie of much avail in the non-monetised subsistence sectors of the 
underdeveloped economies Commercialisation and monetisat.on 
■are the basic pre conditions for money to play normal role which 
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it usually plays in the advanced countries. The malady with the 
backward economies is far more serious and deep-rooted than with 
the advanced economies which periodically experience the ups and 
downs of business. Having built up a high level of productive capa- 
city, the advanced economies run into occasional difficulties due to 
the anarchy of plaunmgand the rashness of the expectations of the 
entrepreneurs. The monetary mechanism can be manipulated to 
pull an advanced economy out of the morass of business cj cles 
because the basic requirements of production are already there and 
what is lacking is co-ordination. In a backward economy there is a 
scarcity of capital, technical knowledge and organisation, dearth of 
helpful attitudes and a shortage of almost everything except, per- 
haps, of unskilled labour and unexploited resources. Overhead 
facilities are awfully scarce and this acts as a disincentive for any 
sort of enterprise. 

It is not easy to fill the basic gap in a situation of undei deve- 
lopment merely by pulling the monetary wires. Should a people be 
devoid of entrepreneurial ability bow are we going to remedy the 
situation by devising an appropriate monetary policy ? If the 
institutions of a given community are antagonistic to the spirit of 
progess, bow are we going to change the institutions and change the 
attitudes the people by designing a suitable monetary policy ? In 
the over-populated underdeveloped areas, if marriage be universal 
because of religious injunction and if people have a basic faith in 
uncontrolled reproduction, how are we to change their faith by a 
monetary policy ? If there be an acute shortage of real capital, how 
are we to bring that capital into existence, by manipulating mone- 
tary policy ? If the parents refuse to send their children to school 
because of their own foolhardy ignorance, how are we to change 
their attitudes, by a suitable monetary policy ? It seems monetary 
policy must end m a fiasco in the non-monetised economies of the 
world, if one hopes to promote the economic development of such an 
area merely by devising an appropriate monetary policy. 

Pessimism, however, would gradully change into optimism with' 
increasing monetisation and with increasing significance of produc- 
tion for exchange rather than production for personalc onsump- 
tion. The monetised sector of even a backward economy can be 
greatly regulated in the interest of economic development by devis- 
'ing a suitable monetary policy. A lowering of tbe bank-rate, for" 
instance, is likely to make money cheap and other things being 
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equal, this might bring about an improvement in the marginal effi- 
ciency of capital providing an incentive for more of investment. 
The open market operations of the central bank of a backward 
country could'also be so manipulated as to make the money market 
easy If this leads to a misdirection of investment, the central bank 
could apply "selective credit-controls so as to direct investment into 
desirable channels In fact, credit policy of the banks plays a 
decisive role m the economic development of a country and banking 
policy is largely subject to the overall supervision of the central bank 
of a country The attitude of the central bank towards credit 
control is a part of the monetary policy of the state The central 
bank could certainly exercise a certain amount of control over the 
private industrial and commercial banks in the interest of economic 
development Finally, the quantity of money in circulation is. 
eventually determined by the monetary policy of the state and this, 
has a profound influence on the economic development of a country 

Monetary policy, as generally understood in the industrialised 1 
countries of the West cannot by itself achieve anything revolutionary 
m promoting the economic development of a backward country, un- 
less that country possesses a significant monetised sector Money 
policy, taken in conjunction with a planned programme of growth* 
can go a long way in breaking the barriers to growth 
POINTS TO REMEMBER 

1 Monetary and fiscal policies have been employed in the ad- 
vanced economies to curb the amplitude of cyclical ups and downs. 
Can we use monetary policy to promote growth as well 9 

2 The role of money in a typically non monetised backward 

area 

3 Production for subsistence is different from production for 
exchange m terms of money 

4 Monetisation is a necessary condition for the useful employ- 
ment of monetary policy to promote growth 

5 The contrast m the maladies of an advanced and an under- 
developed situation 

6 Limitations of monetary policy in an underdeveloped area 
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Q,. Critically analyse the employment policy adopted 
by our planners for India’s Five-Year Plans, {Calcutta 1961 ) 

Why is the backlog of unemployment continually in- 
creasing in spite of our development efforts ? What steps 
should be taken to reduce this backlog of unemployment 
during the third Five-Year Plan period. ( Calcutta I960) 

Analyse the complex problem of unemployment in 
society. Show how you would proceed to effect its cure. 

(' Calcutta 1961 ) 

Ans. The problem of unemployment is really complex. Provid- 
ing a suitable job to every employable worker is a necessary condition 
not only to provide <i means of living to the workers and their 
families but also to prevent the great wastage of labour which un- 
employment necessarily entails. Labour is the most perishable of 
all the commodities and labour-time lost is lost for ever. The 
colossal loss of labour that exists in our country persistently year 
after year is a loss of so much of potential income. The commo- 
dities which could have been produced with the help of the work- 
ers are not produced at all because the labourers are forced to re- 
main idle. The great amount of frustration and moral debasement 
that the unemployed workers have to undergo is a needless misery 
-which could, perhaps, be avoided, if effective measures are under- 
taken to solve the problem of unemployment. 

The prevalence of unemployment implies that the existing supply 
of labour at the ruling wage rate in the labour market is very much 
in excess of the demand. The shortage of demand for labour can 
te explained in terms of various reasons. Demand for labour is 
generally the demand for the commodities which the workers pro- 
duce since the demand for labour for direct consumption purposes 
as in the case of domestic servants is only a small fraction of the 
■detsaml and eeaid be regsjated when we pr&pose &> analyse 1 fhe 
problem of unemployment in the economy as a w'hole. Conse- 
quently demand for labour can be taken to mean the demand for 
commodities which the workers are to produce. This is particularly 
so when the techniques of production remain constant and the 
proportion of labour that goes into tbe making of commodities as 
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against the proportion of the other factors of production remains 
constant More of demand for commodities would automatically 
mean more of demand for labour when techniques are assumed to 
remain the same This is quite a reasonable assumption in the con- 
text of the underdeveloped economies since the techniques change 
rather slowly with the gradual impact of modern methods of produc 
tion 

A shortage of demand for labour should mean, therefore, a 
shortage of demand for commodities of the various types which the 
workers can produce The wotkers of the type that we have m 
India can produce only those commodities which do not demand 
much of stock and much of complicated machinery etc , since the 
bulk of them are uneducated and don’t have any capacity to under 
take even a small investment. Most of them are fit only for un 
skilled wort based on manual labour When workers of this 
category remain unemployed, it means that the sort of jobs which 
they can undertake are inadequate It is pretty common to find a 
large number of manual workers out of job during off seasons in 
agriculture, foresty and fisheries due to climatic reasons It also 
v means that they cannot do much during their off seasons to pro 
duce auythmg new or anything to which they are not accustomed 
Their is neither the knowledge, nor the organisation, nor the neces 
sary guidance about the sort of things that could be sold in the 
market So far as the problem of unemployment of the skilled and 
trained workers is concerned, again, it implies that the commo 
dities which their services could turn out are not in demand suffi 
cient to absorb all of them who are prepared to work In any case, 
unemployment of any category of workers necessarily implies that 
the product of the labour of that type is not so much in demand 
as to absorb the whole of the lot or it might also mean that the 
demand that exists is being met with the help of J such techniques of 
production as do not permit the absorption o f the whole lot of labour 
of that category that is available in the market 

la the case oF underdeveioped countries hke India the bulk of 
the people are compelled to live under conditions of such low levels 
^ of income that the total demand for various goods and services is 
not adequate to absorb the entire supply of labour The made 
quacy of the demand for labour is the inadequacy of demand for 
the commodities which the workers can make and that, in turn is the 
result of inadequate purchasing power of the bulk of the people 
The bulks of the people have extremely low levels of purchasing. 
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power, not merely because of inequalities in the distribution of 
income but because of the low size of the net national product. 
Even if a state of inequality in distribution be achieved in A country 
like India, aggregate demand for goods and services would not be 
adequate to achieve a state of full employment. The national income 
itself has to improve radically in order to create adequate pur- 
chasing power in the hands of the bulks of the people and 
this condition demands a riddance of the state of backwardness. 
This is to say that full employment is not possible of ach : evement 
unless the economy grows to a high level of income. Unemploy- 
ment in this context appears to be a typical feature of imdeve- 
lopment as distinguished from unemployment in the down-swing 
of trade cycles. A mere artificial stimulation of demand for 
commodities is enough to set the wheels in motion and to absorb 
the unemployed workers in the context of a developed country in 
depression. This sort of a remedy, if applied to the undeveloped 
countries, could produce the worst of inflation. Demand would grow 
faster than the possible increase in the supply of commodities, with- 
out making any noticeable dent on the volume of unemployment. 
The missing links m the structure of the economy are far too com- 
plex in the backward economies, ft is not mere/y demand that is ' 
missing. The deficiencies on the side of the capacity to supply aie also 
equally serious. The workers can be employed to produce the goods 
in demand only d the enterprise, machinery, raw materials, know- 
ledge of the market conditions etc., could come forth in adequate 
measure to avail of the demand in the market. A shortage of the 
necessary factors of production on supply side can be as much 
an obstacle to employment and production as the deficiencies ia 
demand. The Keynesian analysis of unemployment applies to the 
backward countries so far as the demand side is concerned but it 
is very much inadequate because of the fact that it does not concern 
itself with the difficulties on the supply side. In the case of the 
underdeveloped economies the problem is much more complex 
than in the case of the advanced economies A simple public 
works programme would hardly be enough to solve the problem of 
unemployment in a backward economy. The problem of filling the_. 
missing links in the complex cobweb of the economy is htghly 
time-consuming. With the passage of time unemployment becomes 
more and iqore acute if the links are not constructed fast enough. 
Every year new cohorts of workers join the labour market as the 
boys and girls grow up and join the ranks of the workers. If job 
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opportunities do not keep pace with the growth of the labour force, 
the backlog of unemployment keeps on increasing This is what 
is happening in India today in spite of the enormous investment 
that is being done in public as well as the private sectors of the eco- 
nomy, the back log of unemployment keeps on grow ins The impact 
of the cumulative growth of population over time is felt on the 
labour market as job seekers keep on humming and hovenng 
around the places of work to meet “no vacancy” and turn red m 
th“ process hoping that ‘ the 'ed may provide some salvation The 
total investment that is being done is much too inadequate and it is 
so hard to improve the rite of investment in view of the generally 
low levels of income Even at throw away prices the buvers of 
labour cannot buy the whole supply that is available 

POINTS TO REMEMBER 

1 The problem of unemployment is extremely acute m countries 
like India There ts a lot of needless misery moral debasement and 
loss oj potential production on account of tmemploy ment 

2 The demand for labour runs \ery much short of the supply 
when there is large scale unemployment In India the demand is sftorr 
of the supply e\en at the throw away prices of labour 

3 Demand for labour is generally the demand for the com 
modules that the n orkers make A shortage of demand for labour 
is the seme as a shortage of the demand for commodities 

4 In the backward countries demand is short became of the 
low purchasing pow er of the bulks of th » people 

' It u not deficiencies m demand alone that account for 
unemployment in tl e backward countries The deficiencies on the 
supply side also are equally serious 

6 A mere creation of demand for commodities may result in 
inflat on if the supplies are not elastic due to the missing links in the 
product! \e structure of the backward economies. 

7 The backlog of unemployment goes on increasing because of 
the fact that the labour force grows faster than the nnproiement in the- 
opportunities for employment 
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SOME ADDITIONAL IMPORTANT QUESTIONS 

4 

Q. How far is it legitimate to attempt to explain rela- 
tive prices by a real theory and the level of prices by mone- 
tary theory ? ( Poonii 1966 ) 

Ans. In the classical economics the tradition has been to deal 
with the theory of prices and the theory of money separately. There 
the use of money in the theory of prices was only of the nature of 
accounting media. Since the calculations had to be made m some 
form and since the analysis had to be represented in some common 
denominator, therefore the use of money was made to that end. It 
was a numeraire, an accounting unit. If money was counted as one 
of the commodities whose determination of price is to be considered, 
then the value of money was assumed to be unity by definition and 
the prices of all other goods and services were expressed in terms of'' 
money. The value of money in terms of money was always 
constant though the value of other goods in terms of money 
would not be so The whole problem of pricing thus broke up 
in two parts The relative prices of the goods were expressed in 
terms of money but had no relation to the absolute level of prices. 
All prices could be doubled or changed by any proportion and the 
relative prices would remain unaffected. The reason for this is obvi- 
•ous. Relative prices are ratios. So long as all the items appearing 
in the ratios change in the same proportion, the values of ratios 
remain constant. The second aspect of the problem namely that of 
the absolute level of prices was quite distinct from the one discussed 
above. Here we could keep the relative prices constant and just 
■find out any or all the price changes that took place withia a given 
period. This would tell us that the absolute prices depended u on 
the quantity of money and the quantity of goods to be exchanged^ 
against that. In other words, the approach was that of quantity 
theory of money which stated that the absolute price level depended 
upon the quantity of money and varied directly with the changes 
in it provided no corresponding change took place in the quantity of 
joods to be traded. 
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This simplified approach had its golden days But soon the 
loopholes in it were recognized and efforts were made to bring about 
a better co ordination between the two wings of analysis which ap- 
peared to be complementary rather than substitutes of each It was 
obvious that for a comprehensive and integrated view of the situation 
we needed a synthesis of the existing monetary and real price theory 
In the older approach, real prices, though expressed m terms of 
money, were made to depend upon the real demand and supply for- 
ces in the economy These demand and supply forces were dependent 
upon not the expected changes in prices of the goods in question 
Price changes were neutral in generating any further waves of 
demand or supply All price changes were limited to the function of 
clearing the markets only and their job ended there It was the duty 
of other forces like fashion tastes, the supply of labour and capital, 
the development in technology etc , which went to determine the 
level of demand and supply It is curious to know how those econo- 
mists could so flagrantly ignore the effects of price changes on the 
future demand and supply Price expectations were totally ignored 
The theory of growth which is based upon the rates of changes of 
factors of production and their utilization, cannot be complete unless 
we bring in the role of expectations No long term investment in a 
dynamic society can take place unless there are expectations The 
rate of interest is, for example, directly associated with future prices 
of securities and other financial aspects It is conceded even by the 
classical economists themselves that in static state there will be no 
profit income Then how can we leave the two sides of the picture 
unconnected like this ? Surely there must be an attempt to integrate 
the real side with the monetary one to give us a complete theory 
dealing with reality of price determination 

The need for the integration of real and monetary theory is Still 
more clear if we think of the sectoral behaviour of the economy 
When we talk of the relative prices or of the general price level, it 
does not mean that all goods and services in the economy must 
behave with an equal impetus Whenever there are changes they are 
different for different sectors For certain sectors are more flexible 
''and sensitive to fluctuations in the demand and techniques of supply 
Other sectors may be more obstinate in their behaviour Actually 
the concept of general price level has no meaning m the context of 
the problem What is needed is the explanation of the sectoral price 
levels and the interaction between them The reactions of every 
sector will be subject to a variety of forces including both real and. 



'374 


TULL VIEW AT A GLANCE 


monetary forces. It will be a mistake to leave one category of 
forces and use only the other for explanation of the prices. 

It must be emphasised that these days the role of financial 
.assets and credit instruments in determination of price ratios is being 
.recognized. If we are not interested in analysing the sectoral 
changes, then we may for the sake of simplicity ignore the distribu-. 
iional effects of the financial assets into various categories and the 
relative price variations in those financial assets. But mostly, we 
would be interested in analysing the role which the financial assets 
and their distribution between various categories have to play. It 
will matter a lot as to what happens to be the source of credit, what 
is the rate of interest and so on. The demand for real assets and 
goods and services is partly independent and partly dependent upon 
the monetary forces. Similarly the demand for financial assets, 
money and credit will depend upon the changes in the real demand 
and supply of factors. The flow of real investment and the savings 
stream will have to be taken into account to make the demand 
analysis of financial assets and the forces which determine the 
■creation of credit more realistic. 

Furthermore prices need not respond only to monetary forces, 
they may act in defiance to these forces or may be in operation 
without monetary forces being there. Thus in war the very diversion 
-of productive capacity towards armaments would lead to inflationary 
pressures. In a country there are always new ideas and technology 
to take into account. These changes lead to imbalances in the 
economy. Some factors become obsolete and unemployed. The 
■demand for some factors increases leading to an increase in their 
prices. On top of it we have to note that by their very nature, 
technical innovations cannot augment the demand for all factors 
.evenly. The supply of land cannot increase. That of labour can be 
increased very slowly as compared with that of capital. These 
resource imbalances are bound to upset the existing price and cost 
structure. Discovery of minerals and so on often add to these 
imbalances. Though in the long run there is a tendency for these 
imbalances to even out, yet in the short run there are bound to be 
fluctuations in the relative prices also. Again we find that in every 
economy, there will be population changes. In most of the countries 
population will be rising. This will automatically increase the 
-demand for many goods and services. But certainly the demand will 
jiot increase for everything in the same proportion. This again 



RELATIVF PRICES 


175 


means that there will be variations in the general price level, and 
there will be certainly sectoral price variations 

Again, variations in interest rates have both to do with real 
investment and with the behaviour of financial assets The classical 
economists thought of interest only as the price of savings and will 
represent the marginal productivity of capital Keynes pointed out 
that rate of interest is really a price of money paid for parting with 
liquidity Later theories have reconciled the two extremes in the 
form of loanable funds theory According to this theory, rate of 
interest depends upon both the savings and the credit creation on the 
one hand and the demand funds for both investment and consump- 
tion on the other. Anyway the point is that there is an intimate 
interaction between the real and financial world and the rate of 
interest plays an active role m the determination of both monetary 
investment and real capital formation in the country 

It follows that we are not justified in trying to explain the 
determination of relative price level with the help of real theory and 
the determination of general price level with the help of monetary 
theory An mtegiated approach has to be attempted The justi- 
fication of their separation lies only in the fact that we are not to 
ignore either of the categories of forces A detailed and probably 
separate analyse of each of the categories will help us in under- 
standing the totality of forces at work 

POINTS TO REMEMBER 

1 The classical economist kept the analysis of general price 
level to the theory of money and that of relative prices to the theory of 
real demand and supply To them money was only a numeraire 

2 But the need for an integrated approach can be established 
in many Vtays 

3 The problems of sectoral imbalances cannot be ignored 
The concept of general price level has only a limited laltdity 

4 The role of expectations can be taken into account only if u>e 
give monetary theory its due place 

■*> 5 We have to think of the total and distributional flow of 

financial assets and the stream of goods and service ? And there is an 

interaction between the real and financial forces. 

6 A number of real forces may be influencing prices with or 
without the play of monetary forces, such as war, population, technical 
jnnovation etc 
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Ricardian line of thought ignored the problem of income determma 
tion and its distribution leading to a sufficient or insufficient 
effective ) demand Those who followed Malthusian line of thinking 
were concerned with the task of what determined the total quantum 
of national income in real terms and the corresponding national 
income in money terms This correspondence or lack of it between 
'' the two facets of national income and the d stnbution of it between 
different components would be able to tell us whether there would 
b* a general glut or scarcity It was also a big step towards under 
standing the determination of national income and its fluctuations 
The problem of trade cycles and unemployment together with that 
of occasional inflationary and deflationary pressures was the subject 
of study for the Malthusians 

Unfortunately the trend of economic thinking veered to that 
of Ricardo and Malthusian thinking on the problem of effective 
demand was ignored In his case only his population theory 
remained in vogue Partly this might have been due to the fact that 
, Malthus was suggesting a reactionary remedy for the solution of 
+ unemployment and over production— distribution of extra purchasing 
power to landlords which could not be acceptable to the people 
under prevailing political circumstances Whatever be the reason 
the result was that the theory of income determination was relagated 
to the background The study of the theory of consumption became 
the study of laws which determined the distribution of his expendi- 
ture of given amounts over different lines of expenditure The relation 
of these consumption decisions with the problem of income determi 
nation and prices did not figure m the r analysis 

The problem of income detejpunatioq not only remained 
important it became more acute with the passage of time The 
intensity of trade cycles went on increasing unemployment problem 
became more acute with the appearance of every new trade cycle 
and the traditional consumption theory only went on harping the 
psychological aspects of utility and its relation with the consumptioa 
^decisions of a consumer The Great Depression of 1930 s set 
Keynesian thinking along the lines to determine the causes of 
income determination and the true explanation of trade cycles 
Till then even Keynes was just a classical economist trying to 
analyse the problem of price determination and harping upon the- 
quantity theory of money ignoring the positive role which money 
played in determining the total effective demand and therefore the 
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level of income and employment in the country. But now Keynes 
.addressed himself to the primary task of the analysis of income 
•determination. As Keynes said in his Preface to the General 
Theory : 

“The matters at issue are of an importance which cannot be 

•exaggerated When I began to write my Treatise on Money 

I was still movtng along the traditional lines of regarding the 
influence of money as something so to speak separate from the 
general theory of supply and demand When I finished it, I had made 
some progress towards pushing monetary theory back to becoming 
a theory of output as a whole. But my lack of emancipation from 
preconceived ideas showed itself in what now seems to be the 

outstanding fault of the theoretical pans of that work, that I 

failed to deal thoroughly with the effects of changes in the level of 
output. My so-called “fundamental equations” were an instantaneous 

■picture taken on the assumption of given output This book, 

on the other hand, has e\olved into what is primarily a study of 
the forces which determine changes in the scale of output and 
employment as a whole ; and, while it is found that money enters 
into economic scheme in an essential and peculiar manner, technical 

monetary detail falls into the background But our method 

of analysing the economic behaviour of the present under the 
influence of changing ideas about the future is one which depends on 
the interaction of supply and demand, and is in this way fmled up 
with our fundamental theory of value. We are thus led to a more ‘ 
general theory, which includes the classical theory with which we are 
familiar, as a special case ” 

The role of the consumj*ion function in the determination of 
Total income in the economy will be more clear if we quote from 
Keynes himself. Chapter 8. He says : “The ultimate object of our 
analysis is to discover what determines the volume of employment. 
So far we have established the preliminary conclusion that the 
-volume of employment is determined by the point of intersection of 

the aggregate supply function with the aggregate demand fuction 

But, in the main, it is the part played by the aggregate demand func- 
tion which has been overlooked.” 

Keynes showed that total effective demand depended upon anc 
-was the sum of investment demand and consumption demand 
Investment demand was to fill the gap between the consumption 
and income levels (was to equal the savings of the community), if 
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total effective demand was to be high enough for maintaining the 
existing level of income in the future as well Further, while invest- 
ment tended to decline due to falling efficiency of capital, consumption 
■was to fill the gap It was, however, found by Keynes that evert 
•consumption tended to decline as a proportion of income with the 
use in income and as such widened the gap between the existing 
income and the ensuing effective demand If income was to be 
maintained then we had to fill the gap of savings either by increasing 
investment or by increasing consumption or both It was found, 
however, that an increase in consumption not only increased 
•effective demand as such it also boosted up the marginal efficiency 
•of capital and thereby encouraged investment Thus consumption 
had a bigger role to play in the game 

It was also found that while investment had no relation to 
income distribution as such (investment was not dependent upon 
■savings as the prerequisite), consumption varied with income distri 
toution Marginal propensity to consume was lower at higher income 
levels and higher with the poorer people A mere re distribution 
of income would change the effective demand and therefore the 
level of national income The Government could remedy a number 
of deflationary situations by merely redistributing tax and other 
burdens, by redistributing the oenefits of public expenditure and by 
•changing the availability of purchasing power to various sections of 
the community 

Marginal propensity to consume is directly related to the 
concept of multiplier Effective demand and expenditure do not 
finish up with the first round of expenditure There are rounds 
after rounds of them The value ^>f the marginal propensity to 
consume will determine the change in the total income with a given 
initial consumption or investment expenditure It is with the help 
of multiplier that we are able to judge to what extent we should 
change the initial expenditure to achieve a given change m income 
Wi/Jut'suniife *«mt, Tvtfti -mcnarst in income marginal propensity to 
"■ consume falls and the net incremental effect on income goes on 
reducing In other words, we can build up a theory of income, 
-fluctuations with the help of multiplier And this is what exactly was 
•done by Samuelson in 1939 He made use of the concept of multiplier 
and the concept of accelerator (given by Harrod) to give us a theory 
of trade cycles Hicks elaborated the same theme in his 'Contribution 
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to Trade Cycle Theory’. 

Thus it is easy to see how Keynes’ ‘discovery’ of consumption, 
function was a landmark in the development of modern economics. 
This patbbreaking analysis has been further taken up by various 
ecppomists and developed in terms of growth models and capital 
formation. The theory of balanced and imbalanced growth also has- 
its 'base on Keynesian analysis of income determination. 

POINTS TO REMEMBER 

/. Industrial Revolution and capitalism brought to the forefront, 
the problem of income determination and fluctuations in it. ( 

2. But the challenge was not taken up by all. Mai thus tried f<v 
develop the theory of deficiency of effective demand but was oversha- 
dowed by Say's Law and Ricardian theory of Stationary State. 

3. The result was the neglect of the theory of income determina- 
tion till Keynes effectively built up its case again. 

4. The problem of income determination became more important 
»» ith the passage of time. 

5. Keynes completed his analysis of income and employment 
determination by the publication of the General Theory. 

6. Total income is the sunt total of total expenditure, which in 
turn is the sum of consumption and investment expenditures. 

7. With a nse in income the marginal efficiency of capital faille • 
and so does the marginal propensity to consume. The result is as 
ever widening gap between the income and the effective demand which 
has to be made up by additional investment or consumption expen- 
diture. 

8. Consumption expenditure by itself has the effect of encourag - . 
ing investment also. 

9. Consumption is also related to multiplier. Samuelson used it it r 
conjunction with accelerator to give its a theory of income fluctuations. ' 
Kicks elaborated the same m a full fledged theory of trade cycles. 

10. This Keynesian analysis has paved the way for the develop- 
ment of growth iheory as well. 
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Q_ “Keynes* policies to remove unemployment in 
underdeveloped countries will plunge those economies Into 
inflationary spiral ** Elucidate ( Poona 1965 ) 

Ans Keynes faced a peculiar problem for analysis He con- 
cerned himself with the task of finding out the causes of wide spread 
unemployment m most countries of the world during the great 
■depression of 1930 s To begin with he classified unemployment into 
three categories, viz , (/) voluntary, (ii) involuntary and (in) frictional 
Voluntary unemployment was that which existed because the 
■workers were not ready to offer themselves for employment at the 
going wage rate In every society such voluntary unemployment 
■exists, mainly in the ranks of women, old people and children The 
second category, namely that of involuntary unemployment was that 
wherein the workers were ready to offer themselves for employ 
ment at tne going wage rate but were not able to get employment 
because of deficiencv of demand for labour The third category was 
that of frictional unemployment, which was the result of ordinary 
labour mobility Of these various categories, the classical economists 
■did not admit the possibility of there being involuntary unemploy- 
ment on a permanent basis They just believed in the voluntary 
and frictional unemployment and therefore, for them there was 
nothing to analyse as far as the problem of employment was 
concerned Keynes, however, insisted that the real problem was of 
involuntary unemployment which prevailed due to the lack of effective 
■demand 

* Keynes proceeded to find out the causes of this involuntary 
•unemployment He chose a developed capitalist country as the scene 
of his analysis and accordingly made a few simplifying assumptions 
His line of argument runs as follows 

The producers m a free enterprise economy produce and invest 
in response to demand Their aim is to earn profits by sales and 
they can sell only if there is demand Total demand m the country 
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Given Keynesian approach, therefore, the solution to the pro* 
blem of unemployment in a de\ eloped country is simple The basic 
cause there was the deficiency of effective demand And this 
effective demand was being pushed down by the forces of propensity 
to consume and efficiency of capital The main line of attack should 
therefore be to improve the marginal propensity to consume and. 
marginal efficiency of capital Thus Keynes advocated that 
(i) we should undertake public works programmes and (it) we should 
increase consumption expenditure through various types of aids and 
allowances and deficit financing These actions not only would 
increase demand as such, they would also improve the marginal 
efficiency of capital and thereby lead towards still greater demand 

Quite often Keynesian analysis has been advocated for applica- 
tion to underdeveloped countries It is maintained that an under- 
developed country also suffers from acute unemployment and by 
adopting Kejnesian method it should be possible to remove un- 
emplojment But they forget that in this case, there is a fourth 
category not found in developed countries This is the ca'egory of 
disguised unemployment The advocates of Keynesian remedies 
are correct in asserting that there is a deficiency of effective demand 
in underdeveloped countries also But they forget that this deficiency 
is not all round It is only with regard to capital goods There is 
an ever increasing and insatiable demand for consumption goods 
The need is not to raise the demand for e\ery good and service but 
only for capital goods and at the same time to keep the demand for 
consumption goods lots 

When we come to the problem of unemployment, the existence 
of disguised unemployment makes the task a complicated one Here 
the answer is not to increase demand The answer is to provide 
opportunities for employment by creating the employment capacity 
in the economy There is a deficiency of capital in the country 
Because of this labourers are not able to find work Technicallj 
we may say that there is full einplojmeut in the sense that increased 
demand cannot lead to increased output The need is to create 
capital and thereby provide opportunities for employment rather 
than create add'tional demand which cannot be satisfied bv the 
existing production capacity of the economy 

Furthermore, in an underdeveloped country, there happens to 
be a high marginal propensity to consume If we undertake any 
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f Keynes thought of this and proceeded to analyse the cause of 
unemployment 

3 He assumed 
(i) short term, 

(n) a devoted free enterprise economy, 

(hi) excess capacity, 

(iv) low marginal propensity to consume, 

(v) quick response of supply to changes in effective demand 

4 In his analysis, money income, employment and output all 
moved in the same direction and in the same propoi tion 

5 Therefore the remedy for unemployment u as clear. The 
Government should 

(i) raise marginal efficiency of capital, 

* (n) loner rate of interest, 

(in) increase consumption through various methods, 

(iv) undertake public investment progiammes xutliout regard to 
their productive potentialities 

6 In underdeveloped countries, these assumptions are not 
applicable 

7 There is the disguised unemployment There u lugh margi- 
nal propensity to consume, but it is not applicable to capital goods , 
there is the problem of long gestation periods 

8 Here if we raise the demand, the result will be increase m 
prices Techniques of deficit financing etc are not useful here The 
need here is to increase capital and not demand 

9 We should reduce population, adopt labour intensive techni- 
ques and increase capital supply 
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Q,. Do yon agree with the view expressed in some 
quarters that it is not possible to maintain fall employment 
even though we may be able to achieve it ? Give reasons for 
your answer 

Ans. The theory of employment as advanced by Keynes has 
been a subject of great conttoversv and discussion. There have 
been thinkers who would agree fully with Keynes, w hile there are 
others who think that Keynesian theory essentially belongs to the 
realm of imagination. In doe course of time, however, it has been 
recognised that the basic controversy was due to the misundfijtand- 
iag of the assumptions which Keynes was making and the expecta- 
tion that his analysis was applicable to reality in every economy. 
Probably Keynes himself was partly responsible for this misunder- 
standing, for he was trjmg to emphasise that his analysis was a solu- 
tion to the unemployment problems faced b\ the free capitalist 
economies m 1950’s. He made certain assumptions which have now- 
teen dearly understood. For example, it is now known that he 
assumed a short-term period ; that there was an excess unutilised 
capacity in the economy and there was unemployed labour. He 
also ignored the problem of price changes and so on. Oa the basis 
of clear understanding of these assumptions now it is believed that 
whatever Keynes said was true to the economies satisfying those 
assumptions. In other words, the remedies which Kejnes suggested 
for the achieving of full employment were fully acceptable to the 
economists. 

But 2 s Keynesian anljsis itself points out, there is always a 
tendency for under full employment in the econoraj. The basic 
psych o/ogrcai' /'auctions upon which the working of the economy 
depends lead the economy towards underemployment. The Govern- 
ment has to make constant efforts to maintain the economy at full 
employment level. However, Kaldor has pointed out that even with 
constant efforts, the State cannot maintain full employment. It can 
ensure the first achievement of full employment, but having attained 
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it, it is a difficult task to retain it He rather believed that it was 
impossible to maintain full employment In ether words, Kaldor’s 
contention is that the causes of unemployment are to be found not 
only in the factors mentioned by Keynes but in some additional 
factors as well Furthermore, Kaldor maintains that the understand- 
ing of those factors is not sufficient to enable us to take actions that 
would ensure full employment These factors can only tell us the 
way we should achieve full employment The real problem remains 
as to how to maintain it 

The first thing to be noted is that Keynesian methods of achiev- 
ing full employment are applicable to short period only Here the 
total productive capacity of the economy is a given thing But the 
maintenance of full employment is a long term phenomenon Long 
term behaviour of the economy involves economic growth The total 
quantum of the factors of production do not remain constant They 
go on changing even m a stationary economy In such an economy, 
the distribution cf factors and their structural composition are sub- 
ject to changes And in a dynamic economy, which happens to be- 
the real economy, there is always dynamism Age composition, sex 
composition, and the size of the population are changing So is the- 
case with the division between the tachntcally trained and unskilled 
labour Similarly the supply of capital, its composition and so on will 
be under constant change There will be a constant stream of inven- 
tions revolutionising the existing set of techniques or production and 
soon Keynesian theory is unabeto deal with these changes and 
is not able to tell us what to do to maintain full employment over 
long period 

Another important consideration is the meaning of full employ- 
ment itself It is a tricky term and does not lend itself to a precise 
definition. The problem is that in an economy, there happens to be 
a large supply of a variety of factors of production The exact need 
&tch factor mil be a faachoa of the techniques ofpnxdacttoa aruf 
the level of activity in the economy Thus in a country 
where the production techniques are predominantly labour inten- 
sive, a given increase in output will lead to a greater increment 
of labour and a smaller increment of capital To achieve full employ- 
ment simultaneously for all the factors of production, it is neces- 
sary that we should increase production by using those techniques 
which increase employment of all the available factors in the pro- 
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•portion in which they are unemployed. It is highly doubtfiil if 
‘we could ever do this. We may say that with the given techniques, 
employment increases unevenly for different factors — so that it will 
be found that in some lines full employment is achieved earlier than 
in others. Even if we like to adopt those techniques which would 
•ensure simultaneous achievement of full employment of all the fac- 
tors, still normally it is not possible to do so as that would mean 
using those techniques which may not be feasible or known to us, or 
at any rate which may not be useable in the limited time period 
available. At the same time the effective supply of factors is 
always changing. Even with given total physical quantities it is 
found that these factors will vary in their supplies according to the 
rates of payments, the changes in social and political values and so 
-od. Apart form these difficulties the measurement of factors is im- 
possible even though we know the relevant things about them. How 
are we to say that the supply of labour is so much when the total 
population is so much. 

Let us now switch over to other difficulties in the maintenance 
of full employment. Till now we have been analysing the difficulties 
jn judging as to what we want to achieve. Now having decided the 
nature of full employment that we want to achieve it becomes a pro- 
blem how to maintain it. Firstly, we have to decide whether 
we would like to achieve full employment of labour or of capital if 
a choice is forced upon us. Let us say that we have chosen to 
maintain full employment of labour. In that case Kaldor will say that 
in due course of time dynamic changes in the economy will lead to 

an imbalance between the labour and capital supply m the country. 

Capital is a man-made thing while labour is both the crcat'xyn of 
nature and of man. Because of this two types of difficulties arise. 

The first is the problem of specificity. Every labourer is basi- 
cally suited to do certain jobs better than others and some cannot be 
■done by him at all. If we want to change the employment of a 
labourer from one occupation to another, we have to train him. It 
will take time and it may not be possible to train some labourers for 
the new jobs even then. Labour supply changes quite slowly while 
■capital supply changes faster. In this situation, naturally, it is not 
■easy to tackle the imbalances between the supplies of labour and 
capital. The problem of specificity is equally applicable to capital 
goods. There certain machines produced to do certain specific jobs 
may become outdated ; or there may be a need to change their 
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employment , but it will not be possible to do so. Machines once 
manufactured can do only those jobs for which they had been desi- 
gned earlier Thus it is clear that this problem of specificity will 
be haunting us throughout our efforts to maintain full employment 
The second difficulty arises in the form of wbat is called com- 
plementarity Given the technique of production, the use of some 
factors necessitates the corresponding use of other factors to a given 
extent In the case of labour intensive methods, for example, 
production cannot be increased unless with the ex'ra employ 
ment of capital, we also employ more of labour to the specified 
greater extent On the other hand, if we are to use capital intensive 
methods, then surely we cannot achieve full employment of labour 
unlesss we are to augment the supply of capital as well Thus in 
India, we find that for various reasons we have to use capital inten 
sive techniques in the development of our capital goods sector as also 
in some consumer goods But we have an abundance of unskilled 
labour coupled with a shortage of skilled labour It is for this rea- 
son that we find in India a shortage of capital (over full employment), 
unemployment of unskilled labour, and shortage of certain skilled 
types of labour 

These types of basic difficulties remain with us whether vve 
have an underdeveloped country, or a developed one, because every 
economy is a dynamic one and there are natural rigidities and time 
lags 

POINTS TO REMEMBER 

1 Keynesian theory was subject of great controversy throughout 
the early period of the popularity of the General Theory 

2 In due course of time, the controversy regarding the way to 
achieve full employment was settled but the question of maintaining it 
remained 

3 Firstly we find that it is a problem to define full employment 
as suck 

4 The total quantity of factors of production goes on changing 

irt every economy 

5 Even the composition of factors would be changing 

6. We have to decide what type of full employment we are to 
achieve. 

7 How to find out the total quantity of facti 7 
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8. ft may not be possible to achieve full employment because of 
the techniques that are needed. 

9. There is the question of specificity of factors of -pro- 
duction. 

10 There is the question of complementarity of factors, 
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(J, Comment on the view that Keynesian economics 
4s concerned only with situations of depression. ( Poona 1966) 
Ans. Keynes wrote his General Theory in response to the 
need of the day, namely to find out the basic cause of depression 
and unemployment and the way to remove this malady from the 
economy, He writes in the preface of his General Theary that bis 
i book “evolved into what is primarily a study of the forces which 
determine changes in the scale of output and employment as a 
whole”. His main concern was with the farces that were pcster- 
ing the developed economies of his time in the form of unemploy- 
ment, depression and falling prices. He wanted to find out the 
reason why these economies which were capable of producing fan- 
tastic amount of national income failed to work at capacity. On 
the one band large scale unemployment of labour was torturing 
these countries, and on the other hand factories and farms were 
standing idle. Not that the world or even any such developed econo- 
my was rid of poverty. Why was it that amidst real scarcity of goods 
there was unemployment of factors of production 1 

It was "ior this reason Ynat Keynes ’oas'icany addressed 'nim$eYr~ 
to the task of analysing the ills of such an economy that was ful- 
ly developed, was capable of producing a lot more than if really 
was producing, and had not eradicated poverty from its ranks.’ He 
did not try to deal with the economies which were suffering from 
inflation, or over full employment. He left out the underdevelop- 
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ed countries which for technical reasons and scarcity of capital were 
not able to produce enough of capital and provide employment to 
their teeming millions The scarcity in underdeveloped countries 
is that of the productive capacity and not of effective demand 
There the supply of unskilled labour is in abundance but that of 
the skilled labour is scarce There is a dearth of factories dearth 
of so many machines and equipments which the underdeveloped 
■countries cannot produce Keynes was not telling us how to deal with 
the ills of this society which was facing a real scarcity of productive 
resources rather than the organisational problems culminating in the 
■wide spread unemployment 

An underdeveloped country has to increase its rate of savings 
which in the initial stage have to be in the form of money savings 
In the developed countries we find that the technique of money 
savings is likely to lead to deficiency of effective demand In an 
underdeveloped country the problem of deficiency oF effective de 
mand is there but not in the shape of general deficiency There the 
•deficiency is for particular sectors— namely the capital goods and ser 
vices The demand for ordinary consumption goods is not lacking 
because of the low consumption standards of the people 

Thus for an underdeveloped country there is the additional 
problem of what is called the balanced growth In developed 
•countries just increasing the demand and supply is the only thing 
that matters It is not necessary to look into the composition of 
that demand and the composition of the industrial and agri 
cultural growth that is taking place In underdeveloped countries 
it has to be ensured that right kind of demand is created at the 
Tight time There must not be demand for goods and services which 
cannot be produced or imported There must be demand for goods 
and services which can be and are being produ ed Keynesian 
system does not deal with this problem at all Keynes only restricts 
himself to the aralysis of overall deficiency of effective demand 
which can be cured by increasing money investment x or consumption 
demand 

Then there are the problems of specificity and complementarity 
whuh have to be tackled properly It may be easy to bring about 
full employment at any given stage by increasing effective demand 
an a developed country But it is a big task to maintain that full 
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employment. Bringing about full employment only means assuming 
existing set of productive forces and utilization of the same effectively- 
But maintaining full employment implies tackling the problems of 
growth of productive resources in the economy. Even in a 
developed economy the supply of different factors is not going to 
conform to the existing pattern. There are bound to be changes- 
in the structure of the resource supply. In a developed economy,, 
there are forces which automatically increase savings, and with or, 
without trade cycles, they would lead to differentia] rates of growth 
m various factors of production. It is, for example, most likely 
that the supply of land will lag behind. The supply of capital 
m general is also likely to increase much faster than the popu- 
lation growth. In underdeveloped countries the difficuly is still 
more forceful. Here the State normally tries to ensure that diffe-' 
rent factors grow at different rates. If population and capital grow 
at the same rate then how will the country attain higher per capita 
income ? How will it be able to adopt advanced and more capital- 
intensive techniques of production and thus increase labour 
efficiency? Furthermore even to increase production in agriculture 
use of more capital per acre is essential. The underdeveloped 
countries have to augment the supply of capital to drag themselves 1 
out of the vicious circle of poverty. Thus we may say that while in 
developed countries the problem of non-proportionate growth of 
factors is thrust upon the economy by its very dynamic nature; in 
underdeveloped countries special efforts are made to attain these- 
imbalances. 

What then are these problems of specificity and complemen- 
tarity that are cropping up in this discussion ? We find that different 
factors are designed to do certain jobs better than others. In 
certain cases, some factors are meant to do given jobs only, especially 
so in the case of particular machines. This type of specificity is 
a great hurdle in the accomplishment of full employment. 
Those factors and units which have been specifically designed to- 
perform certain tasks find it impossible or uneconomic to engage 
themselves in other jobs. To provide full employment in the real 
sense of employment with productivity we will have to find employ- 
ment of particular types and not employment of any kind. But 
there is no guarantee that we can fulfill this requirement by increas- 
ing only the general purchasing power. Keynes gave us the remedy' 
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ofipantpmg m only the purchasing power irrespective of its point 
of impact or distribution over various sectors of the economy But 
surely as we have seen above, such an approach cannot ensure full 
employment throughout the economy Coming to the complemen- 
tarity aspect, we find that due to technical reasons, we have to 
use various factors oF production in certain proportions The range 
of these proportions is sometimes rigidly fixed In any case, when 
different factors are growing in different proportions, it is not pos- 
sible to adopt fully those techniques of production which would en- 
sure complete employment of all the factors simultaneously Exist- 
ing techniques are hard to change and the changes involve consi- 
derable loss of resources and existing productive capacity In a 
developing economy, the problem is still more serious since there 
the very effort is to change the proportions in which the factors of 
production are available The difficulty there is that on the one 
hand we want to increase employment of labour which implies the 
choice of labour intensive techniques and on the other hand we want 
an increase in the supply of capital and improvement in labour 
productivity which implies rendering labour unemployed Further- 
more, land remains scarce in underdeveloped countries as well The 
supply of land cannot be increased and the changes in techniques 
of production become inevitable due to the fixity of its supply 

Keynes also does not deal with the position that an economy 
might be facing after full employment He was of the view that 
there will always be a tendency in the economy to revert back to 
under full employment Full employment is not a stable situation 
in Keynes under full employment is He only deals with the case 
of the working of the multiplier process once the full employment 
has been reached Therein he points out that since by definition 
after full employment production cannot increase, therefore, multi- 
plier process starts working in the form of price rise rather than 
real income multiplier But he did not deal with the cumulative 
effects of this price rise He was actually trying to convince the 
critics of his policy of injecting purchasing power that there was no 
danger of inflation at all His mam emphasis was that there are 
forces m the economy which always pull it backwards and to the 
deflationary depths Even if there xs temporary attainment of full 
employment, the State will have to constantly exert itself to retain 
that position Keynes ignored the dangers of inflation and the evils 
which it generated 
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Thus we see that Keynes confined himself only to the situation 
of depression. 

POINTS TO REMEMBER 

/. Keynes started with the aim of analysing the causes of 
unemployment and the remedies for it. 

2 While m an underdeveloped country the problem of scarcity ~* 
is real in the sense of incapacity to produce , in case of developed 
countries the problem is of economic organisation . 

3. In underdeveloped countries savings are prescribed as one of 
the remedies ; not so in developed countries In underdeveloped coun- 
tries the deficiency of demand is partial, in developed countries it is 
general. 

4. In underdeveloped countries there is the problem of balanced 
growth. 

5. Keynes ignored all these problems of growth. 

6. He even ignored the problems of specificity and comple- 
mentarity u huh are prevalent in alt the economies, though more m the 
underdeveloped ones. 

7. Keynes also ignored the problems of price rise and inflation. 

He did not develop the cumulative effects of the working of the price 
multiplier. He was at pains to emphasise that there was no danger 
of inflation at any time. The real danger was that of depression only. 

SELECT READINGS 

1. Keynes . General Theory. 

2 Hansen Guide to Keynes. 

3. Klein : Keynesian Revolution. 

4. Hams : New Economics. 

5. Kurihata . Introduction to Keynesian Dynamics 



SOME RECENTLY SET QUESTIONS 



Q. Examine critically Schumpeters ***« 

•cycle as a by product of economic progress a 

implications of this theory for economic ^ 1969 —£co I) 


Joseph A Schumpeter’s Theory of Fcomrmc Develop- 
ment m the Harvard Economic Studies has a chapter on the 
^Business Cycle' It is the last chapter in the book and deals with 
the same threads of thought which run through the entire body of 
the book The mam theme of the book is development of Modern 
Capitalist Economies The origin and growth of Modern Economies 
is explained by Prof Schumpeter on the basis of the crucial role of 
enterprise and innovations and subsidiary role of all other factors 
in the order The fundamentals or capitalistic economic develop- 
ment have been examined in detail to discover what precisely is the 
crucial factor which is by far the most important If that single 
factor were to be absent the process of growth would have never 
come into existence and there would never have occurred a break- 
away from the primitive state of stagnation which preceded the 
Industrial Revolution What sparked off the Revolution and how 
u was sustained over time is the mam subject of analysis Prof 
Schumpeter’s main hypothesis in this context relates to the role of 
the entrepreneurs who are the leaders tn the universe of business 
It is their behaviour which is of the greatest importance in analysing 
the nature of development of capitalist economies The business 
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cycle theory comes as a by-product of tbe principal theory that 
deals with the process of economic development. Prof. Schumpeter’s- 
analjsis is a secular analysis since the span of time covered by the- 
theory is not well defined like tbe Keynesian General Theory which 
deals mainly with short-term problems arising out of the downward 
turn of the Business Cycle. Growth is a long drawn out process. _ 
That is the reason why business cycle theories differ from the 
theories of growth since their attention is limited to short-term 
concrete problems. The theory of economic development which is 
the current craze everywhere is never taken to be a by-product of 
business cycle theories. Prof. Schumpeter takes the latter to be a 
by-product of the former. 

It is essential, therefore, to find out the mam strands of thought 
in Prof, Schumpeter’s theory of economic development. The theory 
of Business Cycle comes up in the process of development. The 
process of growth begins when a group of people take tbe initiative: 
to introduce certain untraditional innovations into the productive 
system. In the free enterprise system the initiative comes from a J 
dass of people who are described as entrepreneurs. These art/ 
business leaders who are motivated to introduce innovations because 
of their intense passion for the acquisition and accumulation of 
wealth The capitalistic order permits the acquisition of a fortune’ 
in accordance with tbe normal rules of the game. The rules allow 
a person or a group of persons to come to the market to produce 
and sell any commodity which the consumers desire or could be’ 
persuaded to buy. Exchange is the essence of the market. Every r 
person is free to produce and to sell anything demanded by the 
consumers if such things are not explicitly prohibited to be pro - 1 
duced or consumed by the state in the general interest of the society. 
Everyone has a chance of acquiring wealth on one’s own initiative ' 
and effort id production. Lust for wealth prompts in particular a 
class of people who specialise m pouring out their mind on plans-' 
of making a fortune by organising the production and sale of various 
goods and services They conceive of a plan of production, bring 
together the necessary factors of production, produee the things'^ 
which are expected to enjoy the favour of the consumers. There is 
an organised endeavour to coax, cajole and woo the consumers or 
to suggest and hypnotise them so that they may be persuaded to 
surrender their income m exchange for the products which the 1 
entrepreneurs bring to the market. The entrepreneurs contemplate 
constantly on the wajs and means of luring away the money from the 
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-pockets of the consumers and m their attempt to acquire a fortune 
They have to do something or the other which the other competing 
fellows m the market are not already doing, i e , they have to 
introduce innovations What are the things that they do 9 How 
do they try to please the customers 9 

The entrepreneurs endeavour to win over the favour of the 
customers by introducing a new product or by adopting a new 
technique of producing products which are already there m the 
market at a lower cost so as to reduce the price and attract the 
customers or they discover a new source of supply of the raw 
materials and other factors of production or they think of doing 
business in a new way or they develop a new market Several 
things can be combined at the same time The net result of the 
introduction of innovations is large-scale investment in the pro- 
duction of the various goods and services The entrepreneurs have 
to somehow mobilise the necessary investible resources either from 
the bankers or from the capital market or from private money- 
lenders or from other sources and invest the funds in producing 
commodities for which they expect a good demand to prevail when 
the goods reach the market What needs to be noted is the role of 
1 the entrepreneurs in determining the tola! investment in a capitalist 
economy during a given period of time 9 What does investment 
do 9 It does two major things besides producing other consequences 
It adds to the existing production capacity and creates new flows of 
income m favour of the newly employed or better employed factors 
of production When the entrepreneurs go on introducing product 
after product in the market and go on introducing all sorts of 
innovations over several decades, the entire economic scene under- 
goes a radical transformation which goes by the name of economic 
development Development itself is defined as increase in the real 
per capita income over a period of time and that is precisely the 
result of large scale investment due to the innovational endeavour 
of the entrepreneurs This is the essence of Schumpeter’s theory of 
economic development Now, how is his business cycle theory a 
by-product of his theory of development 9 

What does the business cycle theory deal with 9 It deals with 
the periodical occurrence of booms and depressions in modern 
capitalist economies A boom is characterised by a big spurt of 
economic activity Optimism rules supreme in the market The 
entrepreneurs hope to reap a rich reward for their investment and 
effort Investment goes up Surplus labour is reabsorbed into 
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entrepreneurs For purposes of policy, the implications are the 
need to control the possible occurrence of depressions and the need 
to avoid inflationary increase in prices Growth by swings appears 
normal if there is no governmental intervention 

POINTS TO REMEMBER 

1 Schumpeter's theory of business cycle ts a by-product of his 
theory of capitalist economic de\ elopment It ir the last topic in his 
theory of development 

2 Schumpeter's theory of development deals primarily with the 
spurt >n business enterprise in terms of the role of the entrepreneurs 
and innovations 

3 Development is mainly a matter of introduction of inno- 
vations on a sufficiently large scale 

4 Modern capitalist economies an characterised by periodical 
occurrence of booms and depressions 

5 The swarm- like appearance of entrepreneurs in the market 
accounts for a boom 

6 When several investments coire to maturity, production 
outpaces demand resulting in a depression 

7 Growth proceeds by swings unless the process is controlled 
by an agwy like th° State 


Q, Show how far Keynesian theory of employment cor- 
rected the deficiencies of the classical theory and discuss also 
the further improvements if any made by post-Keynesian 
economists (f ES 1969-Eco-l) 

Ans Who are the classical economists 9 What is their theory 
of emn’oyment 9 What are the deficiencies in the classical theory 9 
What thines are qualified to be called deficiencies 9 How does the 
General Theory of Keynes remove these deficiencies ? These are 
some of the basic issues Besides, it is also necessary to trace the 
growth of the theory of employment m the post-Kevnesian era 
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■are much too sticky They do not come down once they go up parti r 
cularlv when there exist strong labour unions Unemployment is 
thus the outcome of high wages Economists like Pigou put the 
■blame even for temporary unemployment on high wages The earlier 
economists put the blame on the limited supply of natural resources 
and the growing pressure of population both of which contribute to 
"unemployment and exert a downward pressure on wages Th6 
classical school could never think of a prolonged period of unemploy 
ment of a large number of workers It was really unknown to them 
since the historical economic experience of Britain during the earlier 
limes never gave rise to anything like a long period of unemploy- 
ment of large numbers They took it for granted that every worker 
gets a job The Industrial Revolution, growing expansion of exports 
and ever increasing demand for labour helped the British economy 
1o work at the level of full employment, leaving far behind 
into oblivion the era of the ‘Swinish multitude’ in the early stages of 
Ihe Revolution The smug complacency of the classical school 
was the outcome of a long spell of comfort for Britain as a whole 

How far is toe classical theory of employment satisfactory 9 Is 
v it of any use m explaining the phenomenon of unemployment of a 
•considerable number of factory workers or farm workers during 
a period of depression as in the thirties ? What are the assumptions 
of the theory and to what extent are they valid 9 Obvioulsy, the 
classical assumption of full employment does not fit into the facts 
■One cannot turn a blind eye to the stark fact of large scale unemploy 
ment during a period of depression The problem is stubborn and 
persistent It is not a purely temporary phenomenon of the friction 
al type It is a chronic problem in every capitalist society Un 
employment becomes a normal feature at a mature stage of growth 
when there is an abundance of production and a comparative lack 
of demand for goods and services This is a fact which could be 
verified with reference to the economic history of any advanced eco 
tiomy It is, however, not to be confused with the prevalence of 
large scale unemployment in the over populated backward countries 
in which the explanation is more of the Ricardo Malthus type limits 
lion of resources and growing pressure of population The basic de 
-ficiency of the classical theory lies, therefore, in the assumption that 
every capitalist economy has a strong sort of tendency to work at the 
level of full employment It is not true It is contrary to the facts 
Unemployment is a problem to be reckoned with There exists 
almost m every capitalist country a chrome deficiency of the demand 
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for labour. The Classical School has never been able to appreciate 
the problem. 

Unemployment may be the outcome of high wages in a few 
cases but that is not the only explanation of unemployment, nor is it 
the most acceptable. It is based on a partial analysis of the be- 
haviour of individual firms which feel irked by high wages. If the 
wages fall in a particular occupation and the rest of the workers 
continue to earn as much as before, a fall in wages may create a de- 
mand fore more of workers in that particular occupation. Should 
there be, however, a general fall in the workers’ earnings in all the 
industries at the same time, the classical argument just falls flat Far 
from creating a demand for labour, it would create further unemploy- 
ment. When there is a general fall in the earnings of the workers, 
the demand for wage goods declines. The workers are the majority 
of the consumers in the industrialised economies and if their demand 
falls due to a fall in their income, the demand for labour to produce 
the commodities is bound to fall. The classical theory takes a partial 
or a micro-view of things and hence, fails to appreciate the impact 
of a general cut in the level of wages. Ascribing unemployment 
to high wages is a glaring deficiency of the classical theory of unemp- / 
loyment. In fact, a general improtement in the level of earning of 
the works may turn out to be conducive to the creation of employ- 
ment opportunities The demand for commodities is likely to go up 
since most of the workers have a high propensity to consume. The 
demand for labour to produce the commodities in demand would 
result. Partial analysis may lead to wrong conclusions. The inability 
to appreciate the inter-dependence of economic variables is also a 
deficiency of the classical school of thought. 

The third deficiency of the classical school lies in the assump- 
tion that the free systems work on an automatic basis in accordance 
with the needs of the times There is no such automaticity in the 
system. Automaticity comes to an end with the rise of monopoly 
and monopolistic competition in place of the perfectly competitive 
system in which the price mechanism works smoothly to correct the j 
imbalances. There is, in point of fact, no such thing as a perfect - ^ 
market system of the sort imagined by the classical thinkers. Non- 
in ten ention on the part of the government when unemployment 
stares in the face of thousands of able-bodied persons, would be- 
nothing sort of a Wrious crime. No country can ignore a cancerous- 
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problem like unemployment The public authorities ha*e to inter- 
vene to provide a solution 

The Keynesian school of thought removes the deficiencies of 
the classical school by exploding the assumptions of the classical 
thinkers The General Theory starts off with the fact that the de- 
mand for labour is derived from the demand for the products whicb- 
the workers produce If the demand for products goes down due 
to some reason or the other the demand for labour also is likely to 
decline Therefore, the Keynesian theory of unemployment takes 
into account the aggregate effective demand for goods and services 
Without a proper analysis of the aggregate demand for commodities, 
it is hardly possible to formulate a theory of employment and un- 
employment What determines the total effective demand for goods 
and services is the basic issue which was ignored by the earlier eco- 
nomists but was taken into account by Keynes The General Theory is 
a well rounded theory which takes into account income output price, 
the marginal propensity to consume the marginal propensity to save 
and the marginal propensity to invest Investment is a basic deter- 
minant of employment The behaviour of investment as determined 
v by the marginal efficiency of capital and the rate of interest is a 
part and parcel of the Keynesian theory of employment It is a 
comprehensive theory It is primarily a monetary theory In the 
post Keynesian era the emphasis in the analysis has shifted to 
structural and technical factors along with the analysis of monetary 
causes There is also a lot of thinking being done on the applicabi- 
lity of the General Theory to the conditions in the backward countries 
in which unemployment is not solely due to defeats of demand 

POINTS TO REMEMBER 

1 The classical school is represented mainly by Ricardo, 
Mill and Malthas Keynes includes Marshall and Pigou as well in the 
same school 

2 The classical' theory does not haxe any particular theory of 
unemployment since they do not recognise the existence of the problem 
itself They take it for granted that every person willing to nork gets 
a job 


3 Unemployment, according to the classical school is the out 
come of high wages during exceptional times It is a purely tem- 
porary phenomenon of the frictional type 
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4. In accordance with the classical school, a competitive market 
system automatically works at the level of full employment. 

5. The General Theory of Keynes explodes the assumptions of 
the classical school and points out the fallacies in their analysis. 

6 Unemployment is a chronic phenomenon in every capitalist 
economy and calls for a serious attention. It is directly the outcome 
of a deficiency in the demand for goods and services. 

7. The Government of a country cannot afford to hold its hands 
off from the problem. 



SOME IMPORTANT QUESTIONS 
WITH SYNOPSES 


1 

Q What do you mean by ‘full employment* pjDiscuss 
how this full employment can be secured (Gauhali 1960 ) 

What do you understand by ‘full employment’? Hoiv 
far is it possible to retain it through monetary measures ? 

( Allahabad 1959 ) 

ish&t is full employment ? How far is it a meaningful 
concept in regard to an underdeveloped economy ? 

(Bombay 1957) 

1 The concept of ‘full employment’ is often misused and 
misunderstood Full employment, to be sure, does not 
refer to a situation where alll labourers are fully employed 
and there is absolutely no unemployed labour In fact, in 
every economy, and at any time, there is bound to be 
some amount of unemployment caused by “frictions”. 
These frictions may be technological changes, changes m 
tastes and habits of the consumers, scarcity of equipment 
and raw materials m particular lines of production etc 
The unemployment caused by these factors is described as 
“factional unemployment” The frictional unemployment 
is not a serious problem as, by their very nature, “fric- 
tions” are temporary and, given sufficient time, the- 
frictional unemployment would disappear Strictly speak- 
ing, frictional unemployment is not regarded as unemploy-’ 
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merit at all. Thus, full employment is compatible with a 
certain amount of frictional unemployment. 

2. By the term ‘full employment’ Keynes implies the absence 
of “involuntary unemployment”. “Men are involuntarily 
unemployed if, in the event of a small rise in price of 
wage-goods relatively to the money-wage, both the aggre- 
gate supply of labour willing to work for current money 
wage and the aggregate demand for it at that wage would 
be greater than the existing volume of employment." 
{Keynes, General Theory, p. 15.) In other words, in a 
state of involuntary unemployment, labourers being under 
a “money illusion” are prepared to accept a cut in real 
wages although they may resist a cut in money wages 
so that aggregate employment would increase. A situation 
of full employment, on the other hand, refers to one 
where every fall in real wages leads to an exactly propor- 
tionate increase in money wages so that employment does 
not increase. As Keynes has put it, full employment is a 
situation “in which aggregate employment is inelastic in 
response to an increase in the effective demand for its 
output.” 

3 The Keynesian concept of industry is inappropriate itt the 
context of the underdeveloped economy In the Keynesian 
sense the underdeveloped economy is in full employment 
equilibrium. For the phenomenon of involuntary unem- 
ployment which is characteristic of the advanced industrial 
sector is of little significance in a predominantly agrarian 
underdeveloped economy. The type of unemployment 
which is peculiar to the underdeveloped economy is the 
“disguised unemployment” widespread in the agricultural 
sector. Disguised unemployment refers to the surplus 
labour whose marginal productivity is nil so that by 
utilising this for some other purpose the total output can 
be increased. In the context of the underdeveloped 
economy, full employment must be defined as a state where 
diguised unemployment is absent. In this sense, full 
employment means a situation where any further employ- 
ment of labour would bring down the marginal productivity 
.oflabour. 
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4 Employment can be increased by the use of monetary 
policy to some extent A cheap money policy increases 
the profitability of investment If investment increases, 
output and employment would also increase But Keynes 
and Hansen are doubtful if full employment can be attained 
through monetary measures alone The monetary authority 
can influence the rate of interest only, but it cannot 
influence the marginal efficiency of capital which is a 
psychological factor and is a more important determinant 
of investment 

5 Keynes and his followers like Hansen, Kunhara and Lerner 
have suggested a dynamic fiscal policy for the attainment 
of full employment In the first place, the tax rates should 
be reduced for the poorer sections and increased for the 
richer sections A more equitable distribution of income 
would increase consumption and thereby promote invest- 
ment and employment Secondly, the public investment 
should be stepped up The public investment may be 
financed either through the creation of a budget deficit or 
by printing new money 

2 

Q. Examine the possibility of the maintenance of full 
employment In a free enterprise society by monetary policy 

aIone ( Delhi I960) 

Critically examine whether a sound monetary policy 
alone can bring about economic stabilization ( Rajasthan 1959) 

I Jn a mature industrial economy which has already attained 
a high level of income and full employment the funda- 
mental economic problem is to maintain stability Is it 
possible to maintain the stability of income and employment 
by monetary policy alone On the basis of the theory 
underlying monetary policy and from the point of view 
of the practical experience of the capitalist economies with 
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the instruments of monetary control during the last three- 
or four decades, the answer would appear to be id the- 
negative. Unless monetary policy is supplemented by fiscal 
policy, it would be too weak to ensure stability in a free- 
enterprise economy. 

Monetary policy seeks to influence the levels of income and^ 
employment no changes in the aggregate consumption, 
expenditure and aggregate investment expenditure through 
changes in volume of credit in the economy. The volume 
of credit is only one of the many factors influencing the 
level of economic activity, not the sole factor determining, 
it. The credit has only an indirect influence upon the 
levels of income and employment. For instance, in times- 
of boom or inflation* the central bank may raise the bank 
rate with a view to bring down the price level. But if 
the businessmen am optimistic about the future prospects^ 
a mere rise in the bank rate would be too weak to put! 
a check upon the rising level of investment. Similarly,*: 
in times of depression or deflation when the businessmen 5 
become pessimistic about the future prospects, they' 
cannot be induced to raise the level of investment by a 
mere lowering of the bank rate. Likewise, the success- 
of the policy of open market operations depends upon, 
the desired reaction of the public and the banking system 
to the central bank's policy. In times of boom or inflation 
ibe central bank is supposed to reduce the volume 
of credit by selling out securities in the open market. 
The policy would bear fruit only if the commercial 
banks and the public are prepared to purchase securities 
and part with the liquid cash. Similarly, in times of 
depression or deflation the open market policy would be- 
successful only if the banks and the public are willing to 
sell out secunlies to the central bank. Thus, from the 
theoretical point of view the weapons of monetary policy 
have only an indirect influence on the levels of income and* 
employment. 

3. The theoretical doubts about the efficiency of monetary- 
policy are confirmed by the practical experience of the 
Thirties. During the depression of the Thirties, the central 
banks carried the process of credit expansion to fantastic 
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extremes but without any noticeable impact on the level 
of economic activity This made it abundantly clear that 
economic stability cannot be maintained bv mere mone- 
tary manipulation 

4 The tools of fiscal policy are much more direct m their 
effect upon the levels of income and employment Fiscal 
policy docs not have to depend upon the psychological 
reaction of the banking system or the public for its 
successful operation In times of deflation or depression 
the method of deficit spending or public investment 
directly raises the level of aggregate investment in the 
system which has a multiplier effect upon income and 
employment Similarly, in times of boom, the creation of 
a budget surplus directly reduces the level of aggregate 
investment The volume of consumption expenditure 
can also more easily by regulated by fiscal policy In 
times of inflation, the aggregate spending can be directly 
reduced by raising the tax rates and the reverse can be 
done to increase the aggregate spending in times of 
deflation 

5 In most of the free enterprise economies, monetary policy 
has been relegated to the background It is used as an 
instrument of stabilization in conjunction with fiscal policy 


3 

Q, “The possibility of under-employment equilibrium 
is largely a matter of assumptions regarding shapes of the 
strategic functions ’* Elucidate ( Vgakatexwaa J&ty 

To what extent ia the Keynesian theory of under-employ- 
ment equilibrium consistent with the classical theory of full 
employment equilibrium ? {Allahabad 1960 ) 

“Inherent in'the free functioning of a capitalist system 
are forces leading it to a permanent low level of under-em- 
P l TO«nt equilibrium.*’ Discuss. {Karnatak 1959) 
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Why can a classical economist not admit that equili- 
brium can exist without full employment ? How does Keynes 
prove the theory of under employment equilibrium ? 

( Mysore /9J6) 

1 . According to the classical economists, unemployment is 
incompatible with competitive equilibrium. This assertion 
is based upon Say’s Law of Markets which states that every 
supply creates Its own demand and therefore a genera! 
over-production or a chronic mass unemployment is impos- 
sible. Under conditions of free competition, if at any 
time the supply of a commodity is greater than its demand. 
Us price wilt automatically fall until supply is equal to 
demand. Labour is also like a commodity. If the supply 
of labour is at any time greater than its demand, there 
would be unemployment. But under perfect competition, 
the unemployed labourers will compete for jobs and their 
competition would lower the wage-rate to the level at 
which supply of labour would again be equal lo demand 
and unemployment would be wiped out. In the same way, 
if the savings are at any time greater than investment, the 
market rate of interest would fall until monetary equili- 
brium is restored. 

2. According to Keynes the classical theory is an over-simpli- 
fication of reality. Keynes contends that full employment, 
far from being a normal feature of the capitalist economy, 
is ao exceptional case. On account of certain technical 
and institutional factors inherent in the capitalist structure 
of society, chronic under-employment equilibrium is the 
normal situation. A state of full employment is merely a 
deviation from the under-employment equilibrium, 

Z Keynes contends that unemployment is not due to wage 
rigidity as the classical economists assert but due to the 
deficiency of effective demand and hence, the situation of 
unemployment is not corrected by a mere fall in the wage- 
rate. Similarly, the saving and investment functions are 
not perfectly responsive to changes n: the rate of interest 
as the classical economists assume, 

4, According to Keynes, chronic under-employment equili- 
brium arises on account of the peculiar shaoes of the in- 
vestment function, consumption function and the liquidity 
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function The liquidity function is highly interest-elastic— 
the demand for money for speculative motive is highly 
responsive to changes in the rrte of latest At a low rate of 
interest, the demand for money becomes perfectly elastic 
This means that the rate of interest does not fall and can- 
not be reduced below a certain minimum The classical 
•economists, on the other hand, assumed that demand for 
money is only income elastic and not interest-elastic 
Secondly, the classical economists assumed an mterest- 
elastic saving or consumption function But Keynes 
assumes an income-elastic consumption function He con- 
tends that the marginal propensity to consume is less than 
unity and as the level of aggregate national income rises, 
the marginal propensity to save increases and the aggre- 
gate savings tend to exceed aggregate investment 
According to the classical economists, the level of invest- 
ment depends solely upon the rate of interest But Keynes 
introduces an additional factor 13 his investment function 
namely, the marginal efficiency of capital which he regards 
as a more important determinant of investment than the 
rate of interest The marginal efficiency of capital is a 
highly psychological factor so that a mere rise or fall in 
the rate of interest does not always affect the investment 

3 As the level of aggregate national income rises in a free 
enterprise economy, the consumption falls off and the pro- 
pensity to save is strengthened This adversely affects the 
level of investment and the economy moves downward 
from the full employment equilibrium and settles down in 
the under employment equilibrium 


4 

Q. Do you agree with the view that Keynesian multi 
iplier does not operate in an underdeveloped economy ? 

( Punjab 1960) 
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of the supply of output, an increase in money investment 
merely spends itself in generating inflationary pressure 


5 

Q . Explain the concepts of the multiplier and the 
Income velocity of money and carefully bring out the distinc- 
tions between the two (Poona I960) 

Critically examine the theory of multiplier as an 
atist rument of dynamic analysis of economic changes 

(i Gujarat 1960) 

1 The concept of income \eloaty of money was introduced 
by Keynes in bis Tract on Monetary Reform The income 
velocity of money is defined as the ratio between the 
national income and the aggregate money supply If Y 
be the real national income and M the aggregate money 
supply, the income velocity of money A-= YjM ihe income 
velocity measures the average number of times a unit of 
money is received as income by the final income recipients 
■during the period under consideration The income velo- 
city of money is of greater relevance than the Fishenne 
velocity of circulation of money in the determination of 
price-level For, the effect of a change in the quantity of 
money upon the price level does not depend merely on 
the quantity of money but on the supply of money rela- 
tively to the aggregate real income If an increase in the 
quantity of money is accompanied by a corresponding in- 
crease m the real income, the price level will not be affect- 
ed substantially 

2 The concept of multiplier was originally introduced by 
Prof Kahn He referred to employment multiplier which 
implies that the increase m total employment as a result of 
an increment of investment is a multiple of the primary 
increase in employment Keynes’ income multiplier im- 
plies that the increase m aggregate income is a multiple of 
tthe original increment of investment If AP be the in- 
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version of the trade cycle theory in the light of these 
requirements (Poona 1959 ) 

1 If one carefully examines the life-process of the phenome- 
non of trade cycie, one \ull discover that the trade cycles 
have certain distinct and regular characteristic features 
In the first place, the boom as well as the^ depression are 
cumulative in character but they nevertheless alternate, i e , 
the boom gi\es rise to depression and the depression gives 
place to boom in course of lime Secondly, the transition 
from boom to depression is usually sudden but the con- 
trary change at the bottom of the depression from which 
recovery emerges is very slow and gradual Thirdly, the 
cyclical fluctuations usually show a marked regularity in 
regard to periodicity The boom and depression occur 
after definite intervals of time 

2 The fundamental analytical requirement of the purely 
monetary theory of trade cycle is that it must be capable 
of explaining the characteristic features of the phenomenon 
of trade cycle exclusively in terms of monetary factors 
and forces without invoking the non monetary ones In 
other words, the theory must explain the cumulative 
character of the cyclical fluctuations, the slowness of 
recovery and the periodicity of the trade cycle 

3 A purely monetary theory of trade cycle has been adduced 
by Prof R G Hawtrey He contends that non-mone- 
tary factors like crop failures or bumper crops, wars etc , 
may cause fluctuations in particular lines of production 
but they are capable of resulting in general cyclical 
fluctuations in the levels of income employment and 
output 

4 According to this theory, the boom is brought about by a 
fall in the bank rate The bank rate is the lending rate 
of the central bank — it is the rate at which the central 
bank advanced loans to the commercial banks When the 
bank rate is lowered, the market rate of interest also tends 
to fall This, according to Hawtrey, has a pronounced effect 
upon the short term borrowing of a group of merchants 
called “dealers” When the rate of interest falls, the 
dealers borrow more of credit from the banks and are 
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expansion and contraction took almost the same time to 
work themselves out After the break down of the Inter- 
national Gold Standard, the marked periodicity of cyclical 
fluctuations has disappeared 

The purely monetary theory stands as a discredited 
explanation of the phenomenon of trade cycle It is felt 
by the authorities on business 'cycles like Hansen, Hicks 
Kalecki and Estey that it completely neglects certain 
technical and psychological factors which play an equally 
important role, if not a more important role, than the 
monetary factors 

1 

Q, Explain carefully what Keynes meant by the state- 

^ ment that the trade cycle is mainly due to the way in which 
marginal efficiency of capital fluctuates {Nagpur 1959) 

1 According to Keynes, by far the most significant determi- 
nant of the levels of income and employment in capitalist 
society is the marginal efficiency of capital The marginal 
efficiency of capita) is “the rate of discount which would 
make the present value of the series of annuities given by 
the returns expected from the capital asset during its life 
just equal to its supply price ” In plain language, it refers 
to the expected rate of profit over the life time of the 
capital asset 

Indeed, the levels of income and employment depend upon 
the three independent functions of the Keynesian system 
namely, consumption function, liquidity function and 
investment function The consumption function is re- 
latively stable as the tastes and habits of a population 
are not subject to frequent fluctuations The rate of 
interest does fluctuate to a greater extent but its effects 
are not so significant The investment function is depen- 
dent upon two variables, namely, the rate of interest and 
the marginal efficiency of capital of which the latter is 
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1 The acceleration principle is a concept of recent origin 
which suggests a technical relationship between consump- 
tion and investment The principle of acceleration states- 
that the changes in investment are a function not of the 
absolute level of consumption but of the rate of growth 
of consumption so that a slight change in the demand for 
consumption goods produces a much more violent change 
in the demand for capital goods The size of the accelera- 
tion effect depends upon the capital output ratio and the- 
durability of the equipment 

2 Prof T R Hicks has advanced an explanation of the 
phenomenon of trade cycle exclusively in terms of that 
acceleration principle in his recent book A Contribution tp 
the Theory of Trade Cycle Thus, he seeks to establish the 
fundamental thesis that trade cycle is essentially a non* 
monetary phenomenon 

The boom is started by an initial spurt of investment, say,, 
due to an invention The rise of investment above the- 
normal level steps up the acceleration and multiplier effects 
so that the economy moves upward But this upward 
movement cannot continue indefinitely on account of the 
‘full employment ceiling As the economy hits the full 
employment ceiling the path of output turns downwards 
and the downswing begins 

4 The downward movement also cannot continue indefinitely 
on account of the “transformation of the acceleration” 
The acceleration principle does not work in the downswing 
in the same way as in the upswing In the upswing, there 
is no limit to the acceleration effect but in the downswing 
there is a definite limit to the magnitude of the accelera- 
tion effect The volume of disinvestment cannot exceed 
the depression Thus, the downswing has a bottom The 
economy creeps a'long fms 'oottomfor some time, depend- 
ing upon the excess capacity Once the excess capacity is 
exhausted, positive acceleration effect becomes operative 
again and the cycle can be repeated 

s Thus, Hicks provides a satisfactory explanation of the 
turning points of the trade cycle in terms of the accelera- 
tion principle He aslo provides an explanation of the: 
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the cause of the trade cycle can be traced to the technical 
factors Therefore, it is true to say that every business 
cycle is a new historical incident The economic history 
of the world also bears testimony to the fact that the 
character of the trade cycle differs from period to period 
The agricultural depressions of the 18th and 19th centuries 
alleged to have been caused by sun spots were str.kingly 
different from the industrial and trade depressions of the 
20th century 

3 Explanation of trade cycles will always remain a controver- 
sial subject on account of the relative emphasis placed on 
different ^actors as the cause of the cyclical fluctuations 
The purely monetary theorists ascribe the trade cycle to 
the purely monetary factors In this group may be includ- 
ed writers like Hawtrey, Hayek, Robbins and Ludwig 
Von Misen There are others who on the contrary, place 
varying emphasis on the non mon-tary factois lie 
psychological, institutional and technical Prof Pigou 
attempts to ascribe the industrial fluctuations exclusively 
to the business psychology The writers like Hobson, 
Foster and Catch ings hold the institutional factors to be 
solely responsible for the phenomenon of trade cycle 
Prof Hicks and Kalecki, on the other hand contend that 
the fluctuations in the levels of income and employment 
are due to technical factors which overweigh all other 
factors in importance in a mature capitalist economy Thus- 
as trade cycle is not caused by any one single factor but 
by a variety of complex factors and forces, the theory of 
trade cycle will always remain a controversial Subject on 
account of the relative importance attached to A ~ 
factors by different writers 
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APPENDIX 

ECONOMICS OF WAR 
ar and Employment 

One of the incidental benefits of a war is the enormous increase 
in the opportunities for employment in diverse vocations. Recruit- 
ment to the army, the navy and the air force and the employment 
of technicians and unskilled workers alike for the production of arms 
and ammunition and other necessaries of the fighting men and their 
assistants right from the front to the farms and factories, roads, rail- 
ways and other means of communication etc, which try to equip the 
military personnel with the means of warfare etc. create employment 
opportunities to almost every class of workers. Unemployment is 
reduced ti. the minimum during a period of war. In fact, in some of 
the countries in which the pre-war volume of unemployment is not 
of much significance there would be over full employment as a result 
i of the war. Labour cannot be supplied to the war-occupations unless 
the workers are drawn from alternative jobs which they have already 
been doing Housewives may be required to take up certain jobs in 
offices, farms and factories etc. in order to relieve men to take up 
manly things Acute shortages of labour are quite common during 
periods of war, particularly in the developed economies in which the 
percentage of labour normally unemployed is usually just 3-4 per cent 
of the total supply. It is not difficult to absorb the unemployed 
hands into occupations that come up to satisfy war-time needs. 

'’■frre'mTpaeL'vSi'Wi njii‘hie _ rtdur£iRni tfi unemjhoymedt depends 
on two factors of decisive importance (a) the extent of expansion of 
opportunities and (£>) the srae of unemployment in the pre-war situa- 
tion. If the former is big and the latter small, there would obviously 
be over-full employment during the war-period. If the former is of 
| minor importance and the latter is also of minor importance, there 
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would be same reduction in unemployment the extent of which 
would actually depend on the relative dimensions of the two Should 
size of unemployment be much too huge as in India today, a small 
preparation tor war or war itself cannot solve the problem of unemp- 
loyment — at any rate m toto There would, of course, be a definite 
fall in the volume of unemployment but it may not be enough to 
bring the economy to a state of full employment In spite of defence 
as well as development expenditure and the inflationary conditions in 
the Indian economy, we are still far from the ideal of full employ- 
ment Even well qualified technical hands have to wait for jobs for 
long periods of time It is not that they do not accept the jobs that 
come their way because of their insistence on particular types of 
jobs, particular salary grades, particular places etc The supply of 
labour seems to be in excess of the demand for labour In other 
words, the rise in the demand for labour is not adequate to come 
into equilibrium with the demand for labour in spite of the war and 
in spite of the preparation fora big war with China as well as 
^Pakistan 

Expenditure on defence is an important determinant of the 
creation of fresh employment opportunities In recent years public 
expenditure in India has shown a remarkable increase not only be- 
cause of the great increase m expenditure on development but also 
because of the enormous increase in defence expenditure In the 
year 1950 51, defence expenditure stood at Rs 182 crores whereas 
in the year 1961-62, it rose to about Rs 312 crores It was as much 
as Rs 692 5 crores in the year 1963-64 Currently our normal defence 
expenditure is hkeiy to be around Rs 8DD crores With the peren- 
nial threat on our borders with China and Pakistan and the big 
American arms aid to Pakistan, India has no option but to increase 
the strength of her armed forces We have to have a much bigger 
standing army, a much stronger air force and navy Defence expen- 
diture is bound to increase Defence expenditure creates employment 
^trectly in the defence services and defence production and indirectly 
became of the income and employment multipliers. 

The principle of income multiplier is based on the fact that 
somebody’s expenditure becomes somebody else's income Every 
piece of expenditure is also a piece or income To the man that 
parts with money it is expenditure but to the one that receives, jt is 
income One can conceive of the first round of expenditure and 
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The assumption may be true of highly advanced countries with 
a lot of surplus of capital and a comparative scarcity of labour but 
it is not likely to be true ra the context of backward countries which 
suffer from a chrome scarcity of capital The backward countries 
can at best organise a fuller use of the existing supply of capital, 
eliminate under utilised capacity and produce more of commodities 
to satisfy defence needs The extent of this possibility depends on 
the measure of under utilised capacity as applied to the existing 
equipment 

The existing equipment cannot be better utilised, however, 
unless some more of labour is employed For instance, when 
factories work for three shifts instead of two, the existing capital 
equipment in the form of buildings machines and other installations 
would be more intensively employed but employment would increase 
in any case because of extra employment in the additional shift and 
the employment multiplier following therefrom Employment of 
more of capital to produce more of goods is not a very feasible 
genera! proposition in context of a country like India in which there 
already exists a great scarcity of capital Even if more of capital 
'is to be employed, more of labour would be employed in the process 
of production of additional capital goods Labour saving techniques 
postulate several conditions which are not likely to be feasible in 
India, excepting in some particular sectors of the economy When 
labour is so cheap and capital so costly, there is no reason why the 
employers should not prefer labour-intensive techniques, if such 
techniques are profitable enough 

Defence expenditure produces certain consequences of great 
significance to the general level of prices Generally, the prices of 
almost all the commodities keep on rising Rising prices mean more 
of profitability if the rise in the cost structure does not offset the rise 
in sale prices It is well known that wages lag behind the prices, 
during any period of inflation This means that labour becomes 
relatively cheap The employers stand to gam Employment oppor- 
* amities are likely to increase due to growing profitability and falling 
wage rates (in real terms) Defence is of great importance in reducing 
unemployment The threat of war, though not war itself, is a great 
boon 
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Given the framework of a free society, prices of goods and 
services would always be determined by the forces of demand and 
supply m periods of peace as well as war. The special impact of 
a war on the level of price makes itself felt through the radical 
nature of the changes in the conditions of demand and supply or . 
through intervention of the government m the matter of distribution 
of commodities at controlled prices and through controlled channels. 
The exigencies of war may (and usually do) necessitate diversion of 
factors from employment m the production of civilian goods to the 
production of things required to meet the needs created by war. 
War afFects the confidence of the entrepreneurs as well as the inves- 
tors and the nature of the changes in confidence would have an 
incisive impact on the tempo of investment The volume of employ- 
ment would increase or the volume of unemployment would decline. 
The size of the national income in monev as well as real terms would 
change. The expenditure of the government as well as the business 
and private houseboldes would increase on an unprecedented scale. 
Imports and exports are exposed to the dangers implicit in any. 
situation of war. The impact of war is to be seen in almost every 
sector of the economy. The seriousness of the impact depends oq 
the scale ol the war and the duration of the war. The impact of 
the waTTOust eventually be felt on the stieneth of demand for 
various goods and services and the elasticity of supplies of different 
commodities. Prices change because of the changes in demand and 
supply caused by war, when the market is allowed to function accord- 
ing to the normal Tules of the game. We can take the various 
possible consequences of war in different sectors of the economy one 
by one and analyse what things are likely to happen, given certain 
basic assumptions. We shall lay down the assumptions and anal>se 
the possible consequences. 

Governmental Intervention. The government of a country 
engaged actively in a shooting war does not generally allow the 
market mechanism to work in its own way on the basis of adjustment 
of demand and supply. The government would have its own price- 
policy to implement not only in the public sector but also in the 
sphere of the private sector with regard to at least some of the 
‘essential’ commodities. What is ‘essential’ and what is not, is to be 
settled by the government itself. The prices fixed by the authorities 
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for the ‘■oods and services directly under their control as well as for the 
essential goods produced in the private sector are so fixed on the 
basis of certain socio economic considerations and it >s necessary to 
analyse what these considerations are likely to be 

Prices of essential consumer’s goods like wheat, nee, sugar, 
kerosene etc , are likely to be fixed not very much above the pre- 
war rates If these prices are not pegged down to a certain ceiling 
on a statutory basis the profiteers are definite to pounce upon the 
opportunity to corner the markets, heighten the already existing 
scarcity of essential commodities, raise the prices and reap a fortune 
out of the misfortunes of the common people. Inflationary con- 
ditions would get re mforced further if the prices of essential 
consumer s good are allowed to rise unchecked 

Any significant rise in the prices of essential consumers* goods 
would provoke tbe workers to resort to agitation to obtain a rise 
in their wage rates to offset the rise in prices The employers would 
be compelled to meet the demand of the workers because of tbe 
scarcity of labour which is all likely to exist during a period of war. 
Recruitment to the defence services and to the production of arms 
and ammunition and other military commodities would be done on, 
such a large scale that there would be a considerable reduction m 
unemployment and if the pre-war volume of unemployment is not 
of a significant size unemployment is likely to be eliminated altoge- 
ther With the elimination of unemployment, the bargaining strength 
of the workers would increase and they would be in a strong position 
to exact better wages from their employers Better wages invest the 
workers with more of purchasing power Demand for wage-goods 
would go up and the prn.es would rise further The spiral of rising 
prices has to be controlled The key to the control of prices lies in 
controlling the prices of essential consumer’s goods The problem is 
with regard to the level of the ceiling to be fixed The pre-war rates 
are likely to be the levels to be approved. The general adjustment 
of the pre war period provides the best basis for stabilising tbe 
prices The ^government m^v resort .to _siatnto$v .ratinmijp _a« .well 
rto ensure a fair distribution of essential commodities at reasonable 
prices The conclusion that emerges is that war may compel the 
government to intervene into normal operations of tbe market to 
check undue rise in the prices If the government chooses not to 
interfere or if the government is not m a position to undertake 
suitable measures to counter act the rise in prices, the market forces 
are certain to bring about a general inflationary situation Inflation 
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is certain to occur because of certain reasons implicit in a war- 
situation. 

^ htm » f war is a " extremely expensive affair. Enormous 
m il . ave f° fae s P ent on tIle defence-personnel as well as the 
rrovi.inn’T” 1 '”!' Ar . ms and ammunition, transportation and the 
emeu t ° If services to the men on the front entail enormous 
more , ST . 1 . S “ PP]y ° ' m °" ey ™ ,h ,he P c °Pl<= leases much 

caDacitv t n „ C j posslbIe increase m real income, even if the existing 
situations ^ T WCre t0 bC used 10 tbe maximum limits. War- 
mou vTcom Mys by the excessive growth of 

increase inlhe ° VCr 'a* ,oco me, not only because of the enormous 
impediments in' thT"^" ! ° f Eovernm "’ t but aIso due to certain 

obstacles tike thl r * ° f ' mprovcm n nt of Production. The usual 
materials, non.avIiIabjhtv° of T"'' 38 ' ° r ,abour ' scarei 'y of 
transportation and mm * ^ ade quate power and means of 
outside the country due 10 "™™"°“ and dlSruptio ” “ f supplies from 
the seas. The shortaoes y ‘ P ; ,a,: v y ° r '“'P'do.destruction on 
production because ol ttTIr^ 0 ™ f "" her r ° r of civilian 

of the goods I„d si - h dlrers,on of resources to the production. 
a "Suit, real income IT ‘° Ur ® eD,ly re< l nired ,0 *£111 the war. As 
monetary mcome in a ITVT' ,S a ' ende,,c y to fall behind 
excess of demand over suTpt andTl, Th ' reSUl ' *' “ “0™°“ 
Situation ,0 be found during plriods of war! ' neV ‘' infla,U,nary 

“£ p™Sot1it“'lr^r rcom 'i",. ,hepa,h ° r «■*"«- 

production capacity caused hv i, t- poss,b,lu >' of destruction of 
railway static^ posloffi ceT bTd S ' Th ' P ° W5r ‘“'“"“tions, 

Of attack by the enemies VaTurnTr " me ' h ' SP ' Cial ,ar £'* s 
itseir may be sufficient to crin D ] e Z ° trans P or tat,on by 

cases, even farming may SS,fl£5t 7F"* *° 1 produce - In c 
of farmers, away from their la„I d „e ” V T E '' sca,e uprooting 
dangers of war. Vast areas may dmc ? '"Posure to the 

the agricultural suppl.es might fall CenTra" d ffi'T and h ™ rc . 
tbe failure of power and dlffic «Ities caused by 

much as industry. and Importation would affect agriculture as 

affect", h hl »ou,d adversely 

ocks an shares and other asseTSTI'.II ’T!* *«■«. 

e - rhe investors arc 



/ECONOMICS OF WAR 


229 


cot at all prepared to expose their capital to the risks of war The 
entrepreneurs are likely to be rather reluctant to venture into new 
business in spite of the extremely favourable conditions of the 
market They would be hesitant to undertake large scale investment 
in view of the risks of the war Control over distribution becomes 
more profitable and less risky in periods of war and hence the 
-commercial interests have the better of real industrial enterprise 

The uncertainties of war induce the government as well as the 
people to take to stock piling to meet unforeseen circumstances 
The government wants to make certain that minimum of stocks 
are always maintained to meet emergency requirements The 
consumers also get into the habit of stock piling because of the 
•difficulties of obtaining things as and when they are required The 
further rise in the prices is an additional reason to induce the 
consumers to buy much more than what they would normally do 
The demand that follows brings about a rise in prices. Demand- 
raising factors and supply reducing factors together cause the rise of 
inflationary conditions 

Defence and Development 

The Sino Pakistani collusion and conspiracy against India 
and our recent hostilities with Pakistan, have forced the issue of 
defence and development to the focus of attention The conflict 
between the two postulates a basic difference between development 
and defence and the argument proceeds on the usual economic 
problem of choice between two alternatives, when the total resources 
are tightly limited and can be put to alternative uses If more of 
resources be utilised in one direction, less would be available for 
expenditure in other directions Defence needs are so urgent, 
particularly when we are required to depend on our own resources, 
that all other things have to be given a lower priority The entire 
economy is to be defence oriented It is felt that defence orientation 
•necessarily means a certain sacrifice of development The Budget 
of the Centre shows defence expenditure under non developmental 
expenditure The point to note is that defence development is not 
taken in the classification of governmental expenditure as part of 
economic development The fact has to be noted whether or not 
one agrees with the reasoning at the back of such a classification 

In point of fact, the classification is rather incorrect Defence 
and development are mutually complementary Weak and un 
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Defence expend.ture ns per cent of Nnfonal Income 


•Canada 

1950 

10 0 

1955 

90 

France 

(1953) 

6 5 

W Germany 

59 

44 

UK 

SO 

10 2 

USA 

6 1 

12 2 

Pakistan 

37 

4 1 

India 

18 

1 9 


1960 

1961 

1962 

61 

63 

52 

74 

7 2 

64 

4 2* 

47 

55 

79 

82 

82 

11 3 

119 

11 9 

43 

40 

— 

20 

21 

31 


It is apparert from the table that India is the country from 
among the group that has been spending the lowest percentage of 
nation 1 income on defence services Pakistan has been spending 
more than 4% of her income on defence Besides Pakistan receives 
enormous amount of military aid form the USA Figures of 
China (Mainland) are not available There is however every 
reason to believe that China spends on the armed torces as big a 
percentage of her national income as do some of the advanced 
countries like C anada U K and USA In fact China is all 
likely to be spend ng mu h more If we are to meet the combined 
threat of China and Pakistan simultaneously we have no option 
"but to spend a large proportion of our income to strengthen our 
defence services Orientation towards defence is likely to hamper 
the progress of non defence activ ties since the total investible re 
rources in our country are rather limited 


Our taxable capacity is rather limited mainly due to the 
low income of our country In the year 1962 UK government 
taxed away nearly 35% of the national income USA about 27% 
Canada 17% France 25% W Germany about 2 % whereas India 
could tax away only 12% of the national income This should 
not be a matter for surprise in view of the extremely low level of 
our income and the need for ensuring a little better standard 
of living to improve the efficiency of our people If our resources 
are so limited the problem is how to pay for defence as well as deve 
lopment 


We shall take up the principal objectives of the second and 
the third plans and see whether the extra ordinary needs of defence 
are likely to hamper the realisation of those objectives The major 
•objectives of the second plan have been defined as follows 
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(a) a sizeable increase in tbe national income so as to raise the 
level of liying in the country ; 

( b ) rapid industrialisation with particular emphasis on the 
development of basic and heavy industries ; 

(c) a large expansion of employment opportunities ; and 

(<i) reduction of inequalities in income and wealth and a more 
even distribution of economic power. 

The major objectives of our third plan have been as follows t 

(1) to secure a rise in national income of over 5 per cent per 
annum, the pattern of investment being designed also 
to sustain this rate of growth during subsequent plan 
period ; 

(2) to achieve self-sufficiency in foodgrains, and increase in 
agricultural production to meet the requirement of indus- 
try and exports ; 

(3) to expand basic industries like steel and chemicals, fuel 
and power and establish machine-building capacity, so 
that the requirements of further industrialisation can be 
met within a period of 10 years or so mainly from the 
country’s own resources ; 

(4) to utilise to the fullest possible extent the man-power re- 
sources of the country and to ensure a substantial expan- 
sion in employment opportunities ; and 

(5) to establish progressively greater equality of opportunity 
and to bring about reduction in disparities in income and 
wealth and a more even distribution of economic power. 

The primary objective of every plan of economic develoP men ^ 
is to raise the national income or to build up the capacity to 
produce. National income refers to the Bow of all the goods and 
services in the course of a year, regardless of their class or type. 
Welfare-oriented plans would bring about a radical change in the 
composition of the national output. The choice would have to be 
in favour of guns, rather than butter. Military requirements would 
receive the top preference. The impact of priority to defence 
projects is likely to be seen not so much in the size of the national 
Income as in the changes in the composition o'! the 'income. 

Self-sufficiency in foodgrains is emphasised as the second 
objective of the third plan. The implication of this would be that 
suitable steps would be taken to produce the requisites of agricul- 
tural production in the form of fertilisers, irrigation engines and 
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-pumps, or canals or olh«.r fa ilities, agricultural tools and implement* 
etc How are we going to produce agricultural requisites of pro- 
duction, unless more of resources arc allocated to tins purpose ? 
Can we afford to allocate more of resources to this line of pro 
duction, when the resources have to be allocated on a much larger 
^Svale to thi. production of m htary hardware 9 That is the nature 
of the tie between defence and development 

The development of basic industries and the expansion of 
employment opportunities is the common possible objective of 
both defence and development The nature of employment oppor- 
tunities would change with defence orientation and the end use of 
industrial products would also change Steel and power, for 
instance, would be used mainly to meet the needs of defence forces 
Employment opportunities would expand in particular lines 
concerned with defence Reduction of inequalities as an objective 
is likely to be pushed to the background with the emphasis on 
defence 

War and International Trade 


Historical experience of the world reveals that there cxi»ts a 
correlation between war and international trade ‘War’ in this 
context should cover not only periods of active hostility or periods 
of actual fighting but also periods of preparation for war The so 
called cold war is nothing but a preparation for the shooting war 
to ensue The cold war period does not seem to have any beginning 
or end since no country is completely free from the danger or war 
at any period of time That is the reason why every country is 
compelled to maintain huge defence forces and spend on them 
enormous sums of money, even though much more pressing needs 
such as shortage of food cloth, ng housing etc stare in the race and 
cla.mfor immediate attention No country need have recognised 
and declared enmity with the neighbours or opponents ,n the world 
on some account or the other, to engage ttself buildmg up the 
d fences It ts always assumed that some danger or the other ,s 
always there round the corner Def-nce preparations have to be 
made as a matter of normal course on the assumption that a defence 

me hamstn to check a strong nation when ,t chooses to mvade'somi 
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other country. There is no guarantee of protection. Nations have 
to depend primarily on their own strength or the strength of their 
allies, if any, to ensure self*protection. The logic of defence is of 
profound importance in understanding the connection between war 
and international trade. 

Normal defence-preparations have to be intensified during a 
period of active war or when war is quite imminent as between 
India and Pakistan or India and China today. Any intensification 
of the preparation for a war postulates a certaiu definite orientation 
of internal production as well as imports and exports. In fact the 
entire development plan of a country may be oriented towards the 
achievement of political security in the context of a perennial military 
threat from outside. 

Aims and ammunition and other military equipment required 
to keep the fighting forces ready for battle have to be obtained 
from somewhere as a matter of vigilance and defence-preparedness. 
Warfare today is no longer a matter of personal prowess and'.* 
heroism as in the past, though bravery is of great importance. Tq." 
day’s warfare is more of a scientific nature and hence, the nature 
of the weapons employed in destroying the enemy is of the utmost 
importance. Nations that do not produce the arms and ammuni- 
tion and other military hardware within the country are compelled 
to get them from outside. 

Some countries manage to get the necessary military equip- 
ment by way of free aid from their allies. There is a certain recipro- 
city. The aid is given on certain conditions. Pakistan for instance 
has been able to get enormous military aid from U.S.A by offering, 
the Americans military bases against the U.S.S.R. and China. In 
the context of international trade, what matters is the fact that 
crores and crores of rupees worth of cargo is recieved by Pakistan- 
without any need to pay for the same. If Pakistan were to buy all 
the things that she has been able to receive free, the pattern of her 
trade-relations with the world outside would have been totally^ 
different. In fact, it would have been impossible for Pakistan 
pay for her imports and she would never have been able to buy 
arms and ammunitions on such a large scale. Not all countries can 
get military assistance totally free like Pakistan. Generally countries 
have to pay for what they get. 

The constant threat of war compells countries to keep them- , 
selves right in the midst of a war hysteria and thus, there is always- 
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a scramble for obtaining war-material from wherever things are 
available The constant preparation for a war brings about a big 
increase in the demand for arms and ammunition and the countries 
with a big potential to produce war material find an excellent 
international market In fact, some of the countries keep on 
exciting historical feuds between nations m order to push them into 
a war and to create a market for their wares UK is the i 
example of a country that keeps on fanning fires in different parts oi 
the world in order to find a market for some of her exports The 
greater the demand, the greater would be the market and the better 
the prices The exporters always stand to gain 

Countries preparing for a war are compelled to import war- 
materials in addition to their normal imports of other commodities 
Their total import bill goes up because of increasing imports and 
rising prices It is, therefore, quite common for such countries to be 
running into a deficit on the balance of payments account Counti 
like India in particular, would be running into much greater 
than before Developing countries like India have to import ca 
goods, heavy chemicals, industrial raw materials etc in order 
implement their normal programme of development Even with*, 
the special needs of war, there is a deficit on the balance of payment 
account and the war augments the existing deficits all the more 
There is a compulsion either to export more to pay for increase 
imports or to cut down the imports of non military commodities 
Either way the developing countries preparing for a war would b 
on the horns of a dilemma If they decide to cut down import 
of the non military type, they would be sacrificing a part of thei 
development programme and if they decide to import both th 
military as well as the non military types of goods, they are c<- 
pelled to seek markets for their own exports to earn foreign 
to pay for their imports 

Export earnings could be maximised either by increasing th 
value of exports or by securing better terms of trade The <*-*> 
market is generally of a competitive type Rarely there exists ; 
monopoly over one or two commodities India, for instance, has 
monopoly over almost only one commodity— jute There are com 
petitors for all other commodities In order to increase the 
we have to either reduce our export-prices, improve the quality 
our export or incur additional expenses over organising sales In am 
case, it would mean reduced net earnings per unit To improve th' 
quality of exports, some more of cost has to be incurred on 


Ills commodities more attractive, lobe able to sell more in the mar- 
i ket outside expenses have to be incurred on more of advertising and 
persuasion of customers. When a country is too eager to export, the 
1 market that the country has to face becomes a buyer* market. 
Exports may increase but export-earnings may not. Defence imports 
-have to thus compete with non-defence imports. 

Defence and development come into conflict in a rather sharp 
kind of way. Much of defence today depends on industrial deve- 
lopment. The underdeveloped countries cannot hope to industrialise 
themselves unless they obtain some substantial imports of capital 
goods and skills from outside. In the initial stages of their develop- 
ment, if they have to face a big deficit on the balance of payments 
Account and adverse terms of trade, they would not be able to get the 
basic wherewithal for their industrial development. Defence needs 
would receive the top-priority and that itself would be an obstacle 
to economic development. 

When a shooting war breaks out as between India aud °akis- 
1 tan, international trade between the two countries comes to a 
stand-still. In so far as India happens to be almost a monopolistic 
' buyer of certain commodities from Pakistan, there would be a big 
1 f a || in the prices of such commodities when India stops buying the 
things. Jute-prices m East Pakistan would crash to extremely low 
level when the Pakistani farmers cannot sell their jute in India. 
Every effort is made by the farmer to smuggle it through the bor- 
ders and in so far as jute can be thus stealthily obtained, the Indians 
stand to gain A shooting war on a global scale interrupts inter* 
i national trade. The ships may be blown off by enemy submarines 
Lor they may be seized by the enemy. The cargo may be confiscated. 
There may be organised piracy on the international water-ways. 

1 A shooting war disrupts all means of transportation and coranumi- 
-cation and obstructs international trade. 



